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Financial Institutions Industry Developments

Notice to Reader
This Audit Risk Alert replaces Financial Institutions Developments: Including
Depository and Lending and Brokers and Dealers in Securities—2011/12.
This Audit Risk Alert is intended to provide auditors of financial statements
of financial institutions, including depository and lending institutions and brokers and dealers in securities, with an overview of recent economic, industry,
technical, regulatory, and professional developments that may affect the audits
and other engagements that they perform. This Audit Risk Alert also can be
used by an entity's internal management to address areas of audit concern or
other risks.
This publication is an other auditing publication, as defined in AU-C section
200, Overall Objectives of the Independent Auditor and the Conduct of an Audit
in Accordance With Generally Accepted Auditing Standards (AICPA, Professional Standards). Other auditing publications have no authoritative status;
however, they may help the auditor understand and apply the generally accepted auditing standards (GAAS).
In applying the auditing guidance included in an other auditing publication,
the auditor should use professional judgment to assess the relevance and appropriateness of such guidance to the circumstances of the audit. The auditing
guidance in this document has been reviewed by the AICPA Audit and Attest
Standards staff and published by the AICPA and is presumed to be appropriate. This document has not been approved, disapproved, or otherwise acted on
by a senior technical committee of the AICPA.
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Accounting and Auditing Publications
Feedback
The Audit Risk Alert Financial Institutions Industry Developments: Including
Depository and Lending and Brokers and Dealers in Securities is published
annually. As you encounter audit or industry issues that you believe warrant
discussion in next year's Audit Risk Alert, please feel free to share them with
us. Any other comments that you have about the Audit Risk Alert also would be
appreciated. You may e-mail these comments to A&APublications@aicpa.org.
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Financial Institutions Industry Developments

How This Alert Helps You
.01 This Audit Risk Alert (alert) helps you plan and perform your audits
of financial institutions, including depository and lending institutions and brokers and dealers (broker-dealers) in securities. This alert can also be used by
an entity's internal management to identify issues significant to the industry.
This alert provides information to assist you in achieving a more robust understanding of the business, economic, and regulatory environments in which
your clients operate. This alert is an important tool to help you identify the
significant risks that may result in the material misstatement of financial
statements and delivers information about current accounting, auditing, and
regulatory developments. For developing issues that may have a significant
impact on the financial institutions industry in the near future, the section
titled "On the Horizon" provides information on these topics including guidance that has either been issued but is not yet effective or is in a development
stage.
.02 This alert is intended to be used in conjunction with the Audit Risk
Alert General Accounting and Auditing Developments—2012/13 (product no.
ARAGEN12P), which explains important issues in the current economic climate that affect all entities in all industries. You should refer to the full text of
accounting and auditing pronouncements, as well as the full text of any rules
or publications, that are discussed in this alert.
.03 It is essential that the auditor understand the meaning of audit risk
and the interaction of audit risk with the objective of obtaining sufficient appropriate audit evidence. In AU-C section 200, audit risk is broadly defined as
the risk that the auditor expresses an inappropriate audit opinion when the
financial statements are materially misstated. Further, paragraph .A3 of AUC section 315, Understanding the Entity and Its Environment and Assessing
the Risks of Material Misstatement (AICPA, Professional Standards), explains
that the auditor is required to exercise professional judgment to determine the
extent of the required understanding of the entity. The auditor's primary consideration is whether the understanding of the entity that has been obtained
is sufficient to meet the objective stated in AU-C section 315. AU-C section 315
states that the objective of the auditor is to identify and assess the risks of
material misstatement, whether due to fraud or error, at the financial statement and relevant assertion levels through understanding the entity and its
environment, including the entity's internal control, thereby providing a basis
for designing and implementing responses to the assessed risks of material
misstatement. The depth of the overall understanding that is required by the
auditor is less than that possessed by management in managing the entity.

Economic and Industry Developments
Debt Crisis—U.S. Municipal and European Sovereign
.04 In the current environment, there continues to be an elevated level of
(a) risk that certain issuers of state and municipal bonds and certain highly
leveraged European governments could default on their debt obligations and
(b) concern over the potential impact on price and price volatility for sovereign
debt securities, currency exchange rates, and securities issued by the financial
institutions that lend to these governments.
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Municipal Bond Exposure
.05 Although, historically, relatively few state and local municipal bond
issuers have defaulted on their bonds, the recent deteriorating conditions characterized by sharp declines in tax revenues and increasing budget deficits may
impede the ability of some municipalities to continue to make timely principal
and interest payments on their obligations.

European Union Debt Crisis
.06 The European Union (EU) continues to face unprecedented challenges
as it works to stabilize its ongoing and deepening debt crisis. The ongoing series
of crises began in 2009 when the new government in Greece exposed concealed
deficits of unprecedented and unsustainable levels. The fears of bankruptcy
lead to rounds of significant bailout packages and cuts in public spending.
The credit quality of sovereign debt issues have also deteriorated in Italy and
Spain. In 2012, responding to increasingly urgent requests from other European countries and the United States, Spain accepted a bailout for its troubled
banks. Along with the bailout agreement, Spain's borrowing costs rose because
of doubts about whether the country could repay the funds and because the International Monetary Fund, or IMF, warned of deflation risk in the eurozone,
particularly in low-growth countries.
.07 U.S. banks may have direct or indirect exposure to European sovereign
debt holdings. For example, a bank that owns Greek sovereign debt would have
direct exposure. Similarly, a bank may be indirectly exposed due to the interrelated lending relationships and the significant debt exposures between banks
in Europe because losses in one country may significantly affect the stability in
another country. Those losses could extend to U.S. financial institutions that
have risk exposures to European banks regardless of the country to which they
have direct exposure. For example, a U.S. bank that has a large exposure to
French banks may have indirect exposure to Italy, Greece, and Spain. Auditors
should evaluate the steps U.S. financial institutions have taken to evaluate and
mitigate the exposure to the European banks.
.08 Other significant related concerns of U.S financial institutions include
global liquidity because interbank lending in the eurozone is low and has almost
completely halted between certain countries, such as France and Germany with
Italy and Spain. As debt issues continue and European banks remain unable
to lend to their counterparts in other countries, the slowdown in the flow of
funds may eventually affect funding for U.S. financial institutions.
.09 In addition, U.S. exports to the EU could suffer if the crisis slows
European growth and the euro continues to depreciate against the dollar.
.10 Due to the economic and financial uncertainty surrounding the European debt crisis, auditors should remain alert for evolving reforms by the
EU to address financial stability within the European market. Readers can access up-to-date information regarding economic and financial affairs through
the European Commission's website at http://ec.europa.eu/economy finance/
index en.htm.

Conclusions
.11 Financial institutions should continue to review their portfolios for direct or indirect exposures to any affected nations in the eurozone and their
financial instruments. Financial institutions should consider the impact of
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Financial Institutions Industry Developments

increased credit risk on the allowance for loan and lease losses (ALLL), fair
value of financial instruments, and other-than-temporary impairment (OTTI)
of debt securities along with the related disclosures and the disclosure related to significant risks and uncertainties. Readers may consider reviewing
the Public Company Accounting Oversight Board's (PCAOB's) observations related to audit risk areas (which include deficiencies involved in ALLL, fair
value measurements, and OTTI valuations) and the Securities and Exchange
Commission (SEC) Division of Corporation Finance's disclosure guidance surrounding European sovereign debt. The PCAOB's observations and the SEC's
guidance can be found in the "Audit and Accounting Developments" section of
this alert.

London Interbank Offered Rate Scandal
.12 Determined in London by the world's biggest banks, the London Interbank Offered Rate (LIBOR) is used to set interest rates on various types of
loans, including credit cards, student loans, mortgages, and other investment
vehicles and financial agreements. In June 2012, Barclays Bank was fined $450
million for its involvement in illegally manipulating the daily LIBOR between
2005 and 2009. Barclays was fined for submitting rates that were either higher
or lower than their actual estimates.
.13 Investigations into similar allegations continue for other banks involved in setting the LIBOR rate, and legal actions representing a variety of
plaintiffs have been launched. Among those claiming damages include banks
that loan funds based on LIBOR, investors in bonds and other rate sensitive
financial instruments based on LIBOR, those buying derivatives priced off
LIBOR, and those who deal directly with banks involved in setting LIBOR.
.14 Because LIBOR is set by the British Bankers Association in London,
U.K. regulation governs LIBOR, and currently U.K. regulators have no direct
supervisory authority over the rate setting process. In addition, independent
verification is not required for rates submitted by participating banks, and,
thus, the accuracy of the rates submitted is dependent on the internal controls
at each bank. Those involved in setting the rates can have incentive to manipulate the rates because banks can profit or lose money depending on the level
at which LIBOR is set each day.
.15 Regulators are currently in the process of determining an approach
to reform LIBOR or to identify an alternative. Martin Wheatley, Managing
Director of the Financial Services Authority, was commissioned to undertake a
review of the framework for fixing LIBOR. On August 10, 2012, an initial discussion paper containing a number of proposals to address the current failings
of the regime was published. On September 28, 2012, the Wheatley Review
published its final report, The Wheatley Review of Libor, which includes a 10
point plan for comprehensive reform of LIBOR. Wheatley's reforms include the
following highlights:

r
r
r

New and robust regulations.
A fundamental overhaul of the way LIBOR is run, including replacing the British Bankers Association's oversight with a new
independent administrator of LIBOR.
A requirement for banks to back up their submissions with evidence of relevant transactions, including an emphasis on actual
transactions undertaken by the submitting bank.
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Detailed technical changes to refine how LIBOR is calculated to
prevent manipulation. The report suggests a hierarchy of transactions to be used when calculating LIBOR submissions, and it
suggests that the information obtained should be adjustment by
reference to certain variables to ensure the submission is representative of and consistent with the market for interbank deposits. For example, information may be adjusted by the proximity of transactions to time of submission and the impact of market
events between transactions and submission time.

.16 The British government will examine the Wheatley Review recommendations, including the costs and benefits of the proposal, and the design and
implementation options. Readers can access the Wheatley Review of LIBOR
from either www.hm-treasury.gov.uk/wheatley˙review.htm or http://cdn.hmtreasury.gov.uk/wheatley review libor finalreport 280912.pdf.

Banks and Savings Institutions
.17 Certain trends within the Federal Deposit Insurance Corporation
(FDIC)-insured depository institutions (IDIs) showed signs of improvement
in 2012. In a speech on May 10, 2012, the Board of Governors of the Federal Reserve System (Federal Reserve) Chairman Ben Bernanke noted that
the U.S. banking industry has made significant progress but faced continual
challenges as banks adjust to the new economic and regulatory environment.
Bernanke noted in his speech that although the overall credit quality of large
banks' assets has improved, the improvements have been uneven across types
of loans. In the aggregate, delinquency rates on loan portfolios at large banks
have declined substantially from their peaks. Delinquencies on commercial and
industrial loans and consumer loans have fallen to the lower end of historical
ranges, but delinquencies on loans backed by commercial or residential real
estate have declined only moderately and remain elevated.
.18 The profitability of large banks has been edging up as credit quality
has improved and banks have trimmed noninterest expenses. The condition of
community banks has also improved, and their regulatory capital ratios have
increased significantly since 2009.
.19 Collectively, net income for IDI's as of June 30, 2012, has improved
year-over-year for the twelfth consecutive quarter as the benefits of reduced
expenses for loan losses have exceeded the declines in net interest margins.
The number of insured commercial banks and savings institutions continued
to decline primarily as a result of bank mergers and bank failures. Although
the pace of bank failures in 2012 has slowed, the number of bank failures
remains above the pre-economic crisis levels with approximately 15 failures in
each of the first 2 quarters. In addition, the number of insured institutions on
the FDIC's "Problem List" declined for a fifth consecutive quarter, and the total
assets of "problem" banks also continued to fall.

Credit Unions
.20 Federally insured credit unions (FICUs) reported new highs in credit
unions' total assets toping over $1 trillion, net worth exceeding $100 billion, and
membership exceeding 92.5 million in 2012 according to June 2012 Call Report
data submitted to and compiled by the National Credit Union Administration
(NCUA). Although the number of FICUs fell, a record 92.5 million members
belonged to a credit union, which was a new record high for the credit union
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industry. In addition, net income improved through the second quarter of 2012
while delinquencies and charge-offs declined to the lowest levels since the
recession began in 2008.
.21 Despite the many encouraging trends, supervisory concerns remain
in credit risk, interest rate risk (IRR), liquidity risk, and concentration risk.
IRR from first mortgage loans and long term investments grew substantially
as the aggregate exposure of FICUs by the Supervisory Interest Rate Risk
Threshold (SIRRT) increased from 199 percent at year end of 2005 to a peak
of 271 percent in March 2011. Due to the long term nature of assets included
in the SIRRT calculation, exposure has remained high in 2012 and will be a
primary concern when interest rates return from the historically low levels. A
discussion addressing the NCUA's recently released rule regarding IRR policies
can be found in the "Legislative and Regulatory Developments" section of this
alert.
.22 Readers may find the most recent financial trends on FICUs, which
are issued quarterly, through the NCUA Letter to Credit Unions on the NCUA
website at www.ncua.gov. In addition, the NCUA provides a monthly economic
update that focuses on the recent trends in the U.S. economy and their possible
effects on credit unions.

Mortgage Banking
Mortgage Loan Delinquencies
.23 According to the Mortgage Bankers Association's (MBA's) National
Delinquency Survey, as of the end of the second quarter of 2012, the delinquency rate1 for mortgage loans on 1-to-4-unit residential properties was at
7.58 percent of all loans outstanding. This rate, which was seasonally adjusted,
represented a decrease of 86 basis points from 1 year ago and an increase of 18
basis points over the prior quarter. Delinquencies include mortgages that are
at least 1 payment past due but not yet in the foreclosure process.
.24 The Mortgage Bankers Association's chief economist, Jay Brinkmann,
noted in a statement regarding second quarter results that
(m)ortgage delinquencies were up only slightly over the last quarter.
Perhaps more important than the small size of the increase, however,
is the fact that it reversed the trend of fairly steady drops in delinquencies we have seen over the last year. This is consistent with the
slowdown in the economy during the first half of the year and our
stubbornly high unemployment rate. Whether this is just a temporary
blip or a sign of a true change in direction for mortgage performance
will fundamentally depend on the direction of employment over the
remainder of the year.2
.25 By inference, mortgage delinquencies can be expected to continue to
be a concern as long as unemployment rates remain elevated.

1
According to the Mortgage Bankers Association's National Delinquency Survey, as of June 30,
2012, the delinquency rate includes loans that are at least one payment past due but does not include
loans in the process of foreclosure.
2
See www.mortgagebankers.org/NewsandMedia/PressCenter.
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Foreclosures
.26 The percentage of mortgages that entered the foreclosure process had
not changed from last quarter or from 1 year ago. However, the percentage of
mortgages in the foreclosure process in the second quarter was down 12 basis
points from the first quarter and 16 basis points from 1 year ago.
.27 Florida continues to lead the nation in the percentage of loans in foreclosure, at more than three times the national average, followed by New Jersey,
Illinois, New York, and Nevada. In contrast, Arizona and California, two of the
states hit hardest by the housing downturn, are both more than a full percentage point below the national average. Softness in housing markets related to
the sluggish recovery combined with the overhang of distressed properties and
deficiencies in foreclosure processing in some states has extended the time it
takes lenders to dispose of troubled loans and move them out of the foreclosure
process.

Liability for Mortgage Loan Repurchases
.28 Mortgage bankers sell residential mortgage loans to various parties,
including (a) government-sponsored entities (GSEs) Federal Home Loan Mortgage Corporation (Freddie Mac) and Federal National Mortgage Association
(Fannie Mae) that include the mortgage loans in GSE-guaranteed mortgage
securitizations; (b) special purpose entities that issue private label mortgagebacked securities (MBS); and (c) other financial institutions that purchase
mortgage loans for investment or private label securitization. These institutions may be required to repurchase these mortgage loans; indemnify the securitization trust, investor, or insurer; or reimburse the securitization trust,
investor, or insurer for credit losses incurred on loans (collectively, repurchase)
in the event of a breach of contractual representations or warranties that is not
remedied within a period (usually 90 days or fewer) after they receive notice of
the breach. These institutions have established a mortgage repurchase liability
related to various representations and warranties that reflect their management's estimate of probable losses for loans for which they have a repurchase
obligation.
.29 During the first and second quarter of 2012, these institutions have
continued to experience elevated levels of repurchase activity measured by the
number of investor repurchase demands and the level of repurchases.

Broker-Dealers in Securities
.30 Broker-dealers face significant challenges with a highly competitive
and evolving marketplace, increasing pressure on profit margins, and the
prospect of dramatically more stringent regulation as discussed throughout this
alert. As of June 2012, the Financial Industry Regulatory Authority (FINRA)
oversaw approximately 4,400 brokerage firms, slightly lower than the number of firms in 2011 and well below the 5,000 firms registered prior to 2008.
The recent reductions in the number of firms are primarily the result of merger
and acquisition transactions, including divestitures, acquisitions, or some other
form of ownership change in addition to firms that have left the business. Some
expect the consolidation trend to continue for the next 3 to 5 years as the larger
firms acquire the smaller or mid-sized independent broker-dealers in response
to the pressure on margins. FINRA supervises approximately 630,000 registered representatives in mid-2012, which is slightly higher than in 2011 but
below 2008 levels, according to the FINRA website.

ARA-DEP .26

P1: irk
ACPA253-FM

aicpa-aag.cls

November 28, 2012

19:29

7

Financial Institutions Industry Developments

.31 Broker-dealers are experiencing decreasing profit margins as a result
of shrinking revenues and rising costs. Revenues have suffered due to an increase in pressure on pricing combined with lower interest rates and lower
trading volumes. Trading volume in the U.S. stock market has remained below
levels prior to the 2008 financial crisis, and volume continues to decrease in
2012. In April 2012, the average daily trades in U.S. stocks on all exchanges
was nearly half of its peak of 12 billion shares in 2008. The decline differs from
past economic recoveries when stock trading increased within 2 years of the
economic shocks in 1987 and 2001. Many market experts say the biggest reason for the shrinking volume is that traders and investors remain apprehensive
about the U.S. economy and the European debt troubles.
.32 Compliance with the Dodd-Frank Wall Street Reform and Consumer
Protection Act (Dodd-Frank Act), as well as the cost-basis requirement, FINRA
regulations, and other new fee disclosures, may entail considerable investments in technology or third-party services, which will continue to add pressure
to the bottom line for broker-dealers.

Commodities
.33 Global futures and options contract volume decreased by 10 percent to
11.1 billion contracts from 12.4 billion contracts, comparing the first 6 months
of 2012 to the same period in 2011. In the first 6 months of 2012, volume on U.S.
futures exchanges was 3.8 billion contracts, a 7 percent decrease from the same
period in 2011. Volume traded on foreign exchanges amounted to 7.4 billion
contracts in the first 6 months of 2012, a 12 percent decrease from the same
2011 period. Trading volume in interest rate and equity products continued to
account for well over half of worldwide trading volume.
.34 The total amounts required under Commodity Futures Trading Commission (CFTC) regulations to be held in segregated or secured accounts (including retail foreign exchange obligations of $848 million) on behalf of futures
commission merchant (FCM) customers decreased from June 30, 2011, by $14
billion to approximately $178 billion as of June 30, 2012.

Legislative and Regulatory Developments
Dodd-Frank Act Regulations
.35 The Dodd-Frank Act was signed into law by President Obama on July
21, 2010. It aims to promote U.S. financial stability by improving accountability
and transparency in the financial system, putting an end to the notion of "too
big to fail," protecting American taxpayers by ending bailouts, and protecting
consumers from abusive financial services practices.
.36 Of the approximately 400 rules mandated by the act, it is estimated
that 30 percent of the rules had been finalized as of the 2 year anniversary
of the passage of the act. Furthermore, approximately 36 percent had not yet
been proposed, and 34 percent have been proposed but need further action. It
is clear from these numbers that regulators have considerable work yet to do
in finalizing the rules mandated by the Dodd-Frank Act.
.37 The impact of the Dodd-Frank Act reforms on capital markets and
credit availability is difficult to predict. The reforms have a widespread effect,
and it may take years to evaluate the impact. Although strengthening transparency is an appropriate response to the recent economic recession, it is yet to
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be seen how the substantial regulatory changes will affect the financial system
and economic recovery.
.38 Auditors should be cognizant of these changes and assess the impact
of noncompliance on financial reporting and, if applicable to the engagement,
internal controls over financial reporting. In addition, due to the volume of
new compliance reporting requirements and disclosures, compliance costs for
financial institutions could significantly increase. Thus, the new regulatory
environment could lead to increased mergers and consolidations as entities
consider the regulatory burden associated with the Dodd-Frank Act. Auditors
should also consider the impact of regulatory compliance on the internal audit
functions (that is, the potential internal audit resource limitations due to the
shifted focus on regulatory compliance in comparison with financial reporting
and internal control). This may be an important factor in the auditor's determination of the reliance that he or she may place on the institution's internal
audit department, especially with respect to audits of internal control over
financial reporting.

Deposit Insurance Assessment Base, Assessment Rate Adjustments,
Dividends, Assessment Rates, and Large Bank Pricing Methodology
.39 The Dodd-Frank Act requires the FDIC to set a designated reserve
ratio of not less than 1.15 percent for any year and to increase the level of the
Deposit Insurance Fund (DIF) to 1.35 percent of estimated insured deposits
by September 30, 2020.3 The Dodd-Frank Act also called for a revision to the
definition of the deposit insurance assessment base. The intent of changing the
assessment base was to shift a greater percentage of overall total assessments
away from community institutions and toward the largest institutions.
.40 In response to the provisions of the Dodd-Frank Act, in February
2011, the FDIC's board of directors, through the issuance of Financial Institution Letter (FIL)-8-2011, adopted the final rule Deposit Insurance Assessment
Base, Assessment Rate Adjustments, Dividends, Assessment Rates, and Large
Bank Pricing Methodology to redefine the deposit insurance assessment base,
as required by the Dodd-Frank Act; alter the assessment rates; implement the
Dodd-Frank Act's DIF dividend provisions; and revise the risk-based assessment system for all large IDIs (those with at least $10 billion in total assets).
The final rule

r
r
r
r
r

redefines the deposit insurance assessment base as average consolidated total assets minus average tangible equity (the assessment
base had previously been defined as total domestic products).
makes generally conforming changes to the unsecured debt and
brokered deposit adjustments to assessment rates.
creates a depository institution debt adjustment.
eliminates the secured liability adjustment.
adopts a new assessment rate schedule effective April 1, 2011,
and, in lieu of dividends, other rate schedules when the reserve
ratio reaches certain levels.

3
The Deposit Insurance Fund (DIF) is used to (a) insure the deposits of, and protect the depositors of, failed Federal Deposit Insurance Corporation (FDIC)-insured institutions and (b) resolve
failed FDIC-insured institutions upon appointment of the FDIC as receiver. The reserve ratio represents the ratio of the net worth of the DIF to aggregate estimated insured deposits of FDIC-insured
institutions. The DIF is funded primarily through deposit insurance assessments.
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.41 In addition, the final rule establishes a new methodology for calculating deposit insurance assessment rates for highly complex and other large IDIs4
(commonly referred to as the Large Bank Pricing Rule). The new methodology
combines capital adequacy, asset quality, management, earnings, liquidity,
and sensitivity to market risk, or CAMELS, ratings and financial measures
to produce a score that is converted into an institution's assessment rate. The
Large Bank Pricing Rule authorizes the FDIC to adjust, up or down, an institution's total score by 15 points. The final rule became effective on April 1,
2011. For further information, readers can access the final rule in FIL-8-2011
on the FDIC website at www.fdic.gov.
.42 In September 2011, the FDIC adopted guidelines describing the process that the FDIC will follow to determine whether to make an adjustment,
to determine the size of any adjustment, and to notify an institution of an adjustment made to its assessment rate score, as allowed under the Large Bank
Pricing Rule. The guidelines also provide examples of circumstances that might
give rise to an adjustment. Further information on the guidelines can be found
in FIL-64-2011, Assessments: Assessment Rate Adjustment Guidelines, on the
FDIC website at www.fdic.gov.
.43 See further discussion on proposed regulations regarding large bank
pricing assessments in the "On the Horizon" section of this alert.

Advanced Capital Adequacy Framework
.44 In June 2011, the Office of the Comptroller of the Currency (OCC),
the Federal Reserve, and the FDIC published a final rule, Risk-Based Capital
Standards: Advanced Capital Adequacy Framework—Basel II; Establishment
of a Risk-Based Capital Floor. The final rule was effective July 28, 2011, and
it amends (a) the advanced risk-based capital adequacy standards (advanced
approaches rules) in a manner that is consistent with certain provisions of the
Dodd-Frank Act and (b) the general risk-based capital rules to provide limited
flexibility consistent with Section 171(b) of the Dodd-Frank Act for recognizing
the relative risk of certain assets generally not held by depository institutions.
.45 The advanced approaches rules are applicable to depository institutions and bank and thrift holding companies (collectively known as bank
holding companies) with total consolidated assets of $250 billion or more or
consolidated on-balance sheet foreign exposure of $10 billion or more and to
banking organizations that have elected to use the advanced approaches rules.
In addition, the advanced approaches rules are applicable to both subsidiary
depository institutions and bank holding companies of depository institutions
that apply the advanced approaches rules.
.46 Each organization implementing the advanced approaches rules will
continue to calculate its risk-based capital requirements under the agencies'
general risk-based capital rules, and the capital requirement that it computes
under those rules will serve as a floor for its risk-based capital requirement
computed under the advanced approaches rules. The effect of this rule on
banking organizations is to preclude certain reductions in capital requirements
that might have occurred in the future, absent the rule and any further changes
4
A large insured depository institution (IDI) has at least $10 billion in total assets. In general,
a highly complex IDI will be an IDI (other than a credit card bank) with more than $50 billion in total
assets that is controlled by a parent or an intermediate parent company with more than $500 billion
in total assets or a processing bank or trust company with at least $10 billion in total assets.
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to the capital rules. The rule will not have an immediate effect on banking
organizations' capital requirements because all organizations subject to the
advanced approaches rules are currently computing their capital requirements
under the general risk-based capital rules.
.47 For bank holding companies subject to the advanced approaches rule,
the final rule provides that they must calculate their floor requirement under the general risk-based capital rules for state member banks. However, in
accordance with the Dodd-Frank Act, these organizations may include in regulatory capital certain debt or equity instruments issued before May 19, 2010,
as described in Section 171(b)(4)(B) of the Dodd-Frank Act.
.48 The final rule also includes a modification to the general risk-based
capital rules to address the appropriate capital requirement for low risk assets held by depository institution holding companies or nonbank financial
companies supervised by the Federal Reserve in situations in which there is
no explicit capital treatment for such exposures under the general risk-based
capital rules. Under limited circumstances, such exposures receive the capital
treatment applicable under the capital guidelines for bank holding companies.
This treatment is limited to (a) cases in which a depository institution is not
authorized to hold the asset under applicable law other than under the authority to hold an asset in connection with the satisfaction of a debt previously
contracted or similar authority and (b) cases in which the risks associated with
the asset are substantially similar to the risks of assets that otherwise are
assigned a risk weight of less than 100 percent under the general risk-based
capital rules. The final rule can be accessed from any of the agencies' websites.

Office of Thrift Supervision Conversion
.49 The Dodd-Frank Act abolished the Office of Thrift Supervision (OTS),
which had been the federal supervisor for federal savings associations and thrift
holding companies. Its authority for federal savings associations and rulemaking for all savings associations was transferred to the OCC, its authority for
state savings associations was transferred to the FDIC, and its authority for
savings and loan holding companies was transferred to the Federal Reserve.
However, the thrift charter has been preserved. In January 2011, the Federal Reserve, the FDIC, the OCC, and the OTS issued a Joint Implementation
Plan to provide an overview of actions taken by the agencies to efficiently and
effectively implement Sections 301–326 of the Dodd-Frank Act. The transfer
of authority took place on July 21, 2011, and certain regulations have been
enacted in response, as subsequently discussed.
.50 In July 2011, the OCC issued an interim final rule that republishes
regulations issued by the former OTS that the OCC has authority to promulgate
and enforce. This rule, which was effective immediately, renumbers and issues
these former OTS regulations as new OCC regulations (recodified in Chapter
I at Parts 100–197), with nomenclature and other technical amendments to
reflect the OCC supervision of federal savings associations. These newly issued
OCC regulations will supersede the former OTS regulations for purposes of the
OCC supervision of federal savings associations.
.51 In August 2011, the Federal Reserve issued an interim final rule establishing regulations for thrift holding companies (also known as savings and
loan holding companies [SLHCs]). This rule provides for the corresponding
transfer from the former OTS to the Federal Reserve of the regulations necessary for the Federal Reserve to administer the statutes governing SLHCs. The
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three components to the rule include new Regulation LL (Part 238), which sets
forth regulations generally governing SLHCs; new Regulation MM (Part 239),
which sets forth regulations governing SLHCs in mutual form; and technical
amendments to current Federal Reserve regulations necessary to accommodate the transfer of supervisory authority for SLHCs from the former OTS to
the Federal Reserve.
.52 In August 2011, the FDIC published an interim final rule reissuing
and redesigning certain transferring former OTS regulations. In republishing
these rules, the FDIC only made technical changes to existing OTS regulations.
The former OTS regulations were recodified in Chapter III at Parts 390–391.
.53 In December 2011, the OCC issued Bulletin OCC 2011-47, OTS Integration: Supervisory Policy Integration Process, to outline the process that
the OCC intends to follow to fully integrate the former OTS policy guidance
documents into a common set of supervisory policies that applies to both national banks and federal savings associations. Phase I involves rescinding a
significant number of documents including former OTS documents that transmitted or summarized rules, interagency guidance, or Examination Handbook
sections that are no longer useful because of the elimination of the OTS or the
passage of time and duplicate existing OCC guidance. The OCC has announced
the rescission through Bulletins OCC 2012-2, OTS Integration: Rescission of
OTS Documents; 2012-3, OTS Integration: Rescission of OTS Transmittal Letters; 2012-15, OTS Integration: Rescission of OTS Documents; and 2012-23,
OCC Issuances: Rescission of Documents. Phase II focuses on guidance that
requires further review, substantive revision, or combination or is considered
unique to federal savings associations. Readers are encouraged to access the
OTS Integration page on the OCC website for further developments on the
integration of the two agencies.5

Consumer Financial Protection Bureau
.54 The Consumer Financial Protection Bureau (CFPB) is a new independent agency (although it is housed at the Federal Reserve) that consolidates
much of the federal regulation of financial services offered to consumers. The
CFPB is expected to ensure that consumers receive clear, accurate information to shop for mortgages, credit cards, and other financial products (but not
products subject to securities or insurance regulations); to provide consumers
with one dedicated advocate; and to protect consumers from hidden fees and
deceptive practices. The CFPB also oversees the enforcement of federal laws
intended to ensure the fair, equitable, and nondiscriminatory access to credit
for individuals. The director of the CFPB replaces the director of the OTS on
the FDIC board. The CFPB is led by an independent director appointed by
the president and confirmed by the Senate and has a dedicated budget in the
Federal Reserve.
.55 The CFPB has the authority to examine and enforce regulations for
banks and credit unions with assets of over $10 billion; all mortgage-related
5
Former Office of Thrift Supervision (OTS) policies and guidance remain applicable to federal savings associations until rescinded, superseded, or revised. In some cases, the Office of the
Comptroller of the Currency (OCC) may amend an OTS rule, policy, or practice that is cross-referenced
in more than one document or affects only a portion of a document. If overlapping guidance exists,
any guidance or regulation issued by the OCC after July 21, 2011, that specifically includes federal
savings associations in its scope will prevail. If a document has not been rescinded but a portion of
the content no longer applies, the superseded portion will be grayed out electronically.
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businesses (nondepository institution lenders, servicers, mortgage brokers, and
foreclosure operators); providers of payday loans; student lenders; and other
nonbank financial entities, such as debt collectors and consumer reporting
agencies. Banks and credit unions with assets of $10 billion or less will be
examined for consumer compliance by the appropriate regulator. The CFPB
also is able to autonomously write rules for consumer protections governing
all financial institutions (banks and nonbanks) offering consumer financial
services or products.
.56 For further information on the CFPB and the progress the agency
has made since its inception, readers can access the CFPB website at
www.consumerfinance.gov.

Lending Limits
.57 In June 2012, the OCC issued an interim final rule amending its
lending limits rule to implement Section 610 of the Dodd-Frank Act. Section
610 revises the statutory definition of loans and extensions of credit to include
credit exposures arising from derivative transactions, repurchase agreements,
reverse repurchase agreements, securities lending transactions, and securities
borrowing transactions (collectively, securities financing transactions). This interim final rule also consolidates the lending limits rules applicable to national
banks and federal and state savings associations by adding savings associations to Title 12 of the U.S. Code of Federal Regulations (CFR) Part 32 and
removing 12 CFR 160.93.
.58 To reduce the burden of the new credit exposure calculations for
derivatives and securities financing transactions, particularly for smaller and
midsize banks and savings associations, the interim final rule provides options
for measuring the exposures for each transaction type. These options permit
institutions to adopt compliance alternatives that fit their size and risk management requirements, consistent with safety and soundness and the goals of
the statute. However, the OCC may require a particular bank to use one of
these options for safety and soundness reasons.
.59 Specifically, banks can choose to measure the credit exposure of derivatives (except credit derivatives) in one of three ways: (1) through an OCCapproved internal model, (2) by use of a look-up table that fixes the attributable
exposure at the execution of the transaction, or (3) by use of a look-up table
that incorporates the current mark to market and a fixed add-on for each year
of the transaction's remaining life. For credit derivatives, the interim final rule
provides a special rule for calculating credit exposure, based on exposure to the
counterparty and reference entity. With respect to securities financing transactions, institutions can choose to use either an OCC-approved internal model
or fix the attributable exposure based on the type of transaction. The interim
final rule also exempts securities financing transactions relating to Type I securities (for example, U.S. or state government obligations) from the lending
limits calculations.
.60 The revised lending limits rule continues to provide that all loans and
extensions of credit, including those that arise from derivative transactions
and securities financing transactions, must be consistent with safe and sound
banking practices.
.61 The interim final rule is effective on July 21, 2012. The OCC, however, recognizes that national banks and federal savings associations will need
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sufficient time to conform their operations to the OCC amendments that implement Section 610 of the Dodd-Frank Act. The interim final rule, therefore,
includes a temporary exception from the lending limit rules for extensions of
credit arising from derivative transactions or securities financing transactions,
until January 1, 2013.
.62 In addition, the OCC is rescinding the OTS's CEO Memo 246, Changes
to Loans to One Borrower Limitation, because the interim final rule incorporates the provisions described therein. The OCC may issue guidance for national banks and federal and state savings associations on lending limits at a
later date. Until then, these institutions should rely on 12 CFR 32, as amended
by this interim final rule. For further information, readers can access Bulletin
OCC 2012-19, Lending Limits: Interim Final Rule, from the OCC website at
www.occ.gov.

Resolution Plans
.63 The FDIC and the Federal Reserve issued a joint final rule to implement Section 165(d) of the Dodd-Frank Act. This rule requires bank holding companies with assets of $50 billion or more and companies designated
as systemically important by the Financial Stability Oversight Council to report periodically to the FDIC and the Federal Reserve the company's plan for
its rapid and orderly resolution in the event of material financial distress or
failure.
.64 The goal of this rule is to achieve a rapid and orderly resolution of
an organization that would not cause a systemic risk to the financial system.
The final rule also establishes specific standards for the resolution plans (commonly referred to as living wills), including requiring a strategic analysis of
the plan's components; a description of the range of specific actions to be taken
in the resolution; and analyses of the company's organization, material entities, interconnections and interdependencies, and management information
systems, among other elements.
.65 The timing of the requirement to submit resolution plans is staggered
based on the asset size of a covered company's U.S. operations. Companies with
$250 billion or more in nonbank assets must submit plans on or before July 1,
2012; companies with $100 billion or more in total nonbank assets must submit
plans on or before July 1, 2013; and companies that predominately operate
through one or more IDIs must submit plans on or before December 31, 2013.
The rule requires companies to update their plans annually. A company that
experiences a material event after a plan is submitted has 45 days to notify
regulators of the event.
.66 Separately, the FDIC's board of directors approved a complementary
final rule under the Federal Deposit Insurance Act to require IDIs with $50
billion or more in total assets to submit periodic contingency plans to the FDIC
for resolution in the event of the depository institution failure. The final rule
became effective on April 1, 2012.
.67 The final rule requires these IDIs to submit a resolution plan that
will enable the FDIC, as receiver, to resolve the bank to ensure that depositors receive access to their insured deposits within one business day of the
institution's failure, maximize the net present value return from the sale or
disposition of its assets, and minimize the amount of any loss to be realized by
the institution's creditors.
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.68 Both the final rule related to certain bank holding companies and
systemically important companies and the final rule related to certain IDIs
can be found on the FDIC website at www.fdic.gov.

Update on Derivatives Regulation
.69 Prior to the Dodd-Frank Act, no comprehensive framework for regulating swap agreements existed. The Dodd-Frank Act addresses the gap in the
regulation of over the counter swaps by requiring a number of rulemakings
in this area. The act splits the responsibilities for swaps between the CFTC
and the SEC. The SEC has regulatory authority over security-based swaps,
which fall under the definition of security under the Securities Exchange Act
of 1934 and the Securities Act of 1933. The CFTC has primary regulatory
authority over all other swaps, such as energy and agricultural swaps. The
CFTC and SEC share authority over mixed swaps, which are security-based
swaps that also have a commodity component. In addition, the SEC has antifraud enforcement authority over swaps that are related to securities but
that do not come within the definition of security-based swap (referred to as
security-based swap agreements). To assist the SEC in this responsibility, the
act provides the SEC with access to information relating to security-based swap
agreements in the possession of the CFTC and certain CFTC-regulated entities, such as derivatives clearing organizations, designated contract markets,
and swap data repositories.
.70 The rulemaking required under the Dodd-Frank Act related to swaps
is extensive and involves both the SEC and CFTC. As of the two year anniversary of the act, very few of the required rules have been passed; however, a number of them have been proposed. Recent rules have been finalized
regarding key terms—such as swap, security-based swap, and security-based
swap agreement—along with swap and security-based swap dealer and major
swap and security-based swap participants. For up to date information on rulemaking, visit the SEC and CFTC websites at www.sec.gov and www.cftc.gov,
respectively.

Stress Testing
.71 Section 165(i) of the Dodd-Frank Act requires certain companies to
conduct annual stress tests in accordance with the regulations proposed by
their respective primary financial regulatory agencies. Specifically, it requires
the primary financial regulatory agency to define stress test; establish methodologies for how the institution should conduct the company-run stress, which
must include at least three different sets of conditions (baseline, adverse, and
severely adverse); establish the form and content of the institution's report; and
instruct the institution to publish a summary of the results of the Dodd-Frank
Act institutional stress test.
.72 On October 9, 2012, the Federal Reserve, the FDIC, and the OCC
issued final rules on company-run stress testing as required by the Dodd-Frank
Act. The final rules

r
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require covered institutions (including nonbank financial companies that the Financial Stability Oversight Council designates
for supervision by the Federal Reserve) with total consolidated
assets greater than $50 billion to begin their own companyrun stress testing this year. The banking agencies anticipate
releasing stress-testing scenarios in mid-November 2012. These
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institutions will use their data as of September 30, 2012, to conduct the stress test. Results will be publicly disclosed in March
2013.
delay implementation for covered institutions with total consolidated assets between $10 billion and $50 billion until October
2013. Companies with between $10 billion and $50 billion in total
assets that begin conducting their first company-run stress test
in the fall of 2013 will not have to publicly disclose the results of
that first stress test.
do not apply to any banking organization with less than $10 billion
in assets.

Readers can access the stress-test requirements of each agency from the respective agencies' websites.

CFTC Regulations
.73 The CFTC has made significant progress in finalizing Dodd-Frank
Act reforms. By early August, the agency had approved 36 rules, leaving fewer
than 20 rules to finalize.
.74 One critical rule approved recently was the joint CFTC and SEC rule
defining what constitutes a swap or security-based swap. See further discussion within the update on derivatives previously mentioned in this section.
The agency also proposed guidance on how it plans to apply Dodd-Frank Act
regulations to cross-border transactions.
.75 Among some of the other rules approved was a schedule to phase in
compliance with the new clearing requirement under the Dodd-Frank Act. In
addition, the CFTC offered some relief from certain regulations, allowing firms
and participants more time to transition into compliance.
.76 In July 2012, the CFTC approved final regulations and set out a schedule to phase in compliance with new clearing requirements under the DoddFrank Act. The schedule applies to three categories of market participants and
establishes when they will be required to comply with the mandatory clearing
requirements. The compliance schedule does not apply, however, to documentation or trading requirements.
.77 Proposed interpretive guidance for cross-border compliance was issued
for public comment in June 2012.
.78 In July 2012, the CFTC issued for public comment a list of interest
rate and credit default swaps that will be subject to the agency's mandatory
clearing rules. The proposal list includes four classes of interest rate swaps—
fixed-to-floating, basis, forward rate agreements, and overnight index swaps—
and specifies the range of currencies, maturities, reference rates, and other
characteristics that would be covered. For credit default swaps, the CFTC
proposed two classes of swaps—North American and European—and a range
of tenors, series, reference indices, and other characteristics.
.79 The final end-user exception rule, approved in July 2012, implements
the exception to the clearing requirement for nonfinancial entities and small
financial institutions. CFTC staff estimated that 30,000 entities may opt to
use this exception. The rule establishes criteria for determining when a swap
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being used by a nonfinancial entity to hedge or mitigate commercial risk is
exempt from clearing requirements. The rule also exempts "small financial
institutions" with total assets of $10 billion or less from clearing requirements.
In addition, the rule specifies the information that counterparties must report
to satisfy notification requirements for entities seeking an exemption.
.80 In June 2012, the CFTC proposed rules related to the aggregation
of swap transaction orders to meet minimum block trade requirements. The
proposed rules would, among other things, prohibit the aggregation of orders
for different trading accounts in order to satisfy the minimum block size or cap
size requirements, except for orders aggregated by certain commodity trading
advisers, investment advisers, and foreign persons.

Federal Financial Institutions Regulators
Appraisal and Evaluation Guidelines
.81 On December 10, 2010, the current federal financial institutions regulators and the OTS, prior to its abolishment, issued Interagency Appraisal and
Evaluation Guidelines, which replaced the guidelines issued in 1994. These
guidelines describe the elements of a sound program for conducting appraisals
and evaluations in compliance with the agencies' appraisal regulations. The
guidelines provide additional clarification for when a real estate appraisal and
evaluation is required to support a real estate-related financial transaction.
Further, they explain the minimum regulatory appraisal standards and the
supervisory expectations for the development and content of an evaluation,
which is permitted in certain situations in lieu of an appraisal. The guidelines
build on the existing federal regulatory framework and reaffirm long-standing
supervisory expectations. They also incorporate the agencies' recent supervisory issuances and, in response to advances in IT, clarify standards for the
industry's appropriate use of analytical methods and technological tools in developing evaluations. The Dodd-Frank Act underscores the importance of sound
real estate lending decisions; revisions to the guidelines may be necessary after regulations are adopted to implement the act. Financial institutions should
review their appraisal and evaluation programs to ensure that the programs
are consistent with the guidelines. Readers can access the guidance from any
of the agencies' websites.
.82 An auditor may consider enhancing procedures over entity-level controls to determine whether organizational structure and training is in place to
carry out real estate appraisal and evaluation activities, as well as to determine whether management maintains appropriate documentation of policies
and procedures for effective guidance. In addition, the auditor may (a) consider
the effectiveness of controls surrounding senior management and the board's
review of such policies and procedures, as well as the effectiveness of controls
surrounding appraisal valuations (that is, the selection of appraisers with market and property competency, independence of the appraisal function from the
loan production staff, monitoring collateral, and the use of a third party to
perform all or part of the institution's collateral valuation function), and (b)
perform procedures to verify the integrity of the underlying data. This would
include a review process to determine whether a given appraisal or evaluation provides sufficient support for the institution to engage in the transaction.
Auditors may also consider reviewing the institution's own self-assessments
and regulatory examinations and assessing the results and remediation
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because the findings could have an impact on the risk assessment related
to the appraisal process.

Model Risk Management
.83 Financial institutions routinely rely on quantitative analysis and models for a wide variety of activities, including underwriting; valuing financial
instruments and positions; managing and safeguarding customer assets; determining capital and adequacy reserves; and measuring and managing liquidity, interest rate, and capital risk. In recent years, financial institutions
have applied models to more complex products and with increased scope, such
as enterprise-wide risk measurement. The markets in which these analyses
are utilized have also broadened and changed. With the increased use of datadriven, quantitative decision making tools, there is an associated risk of their
potential misuse.
.84 In response to the increased risk for model management, the OCC
and the Federal Reserve jointly developed and issued Supervisory Guidance on
Model Risk Management, which was released as Bulletin OCC 2011-12, Sound
Practices for Model Risk Management: Supervisory Guidance on Model Risk
Management, and Supervision and Regulation Letter (SR) 11-7, Guidance on
Model Risk Management, in April 2011. The new guidance replaces Bulletin
OCC 2000-16, Model Validation. Although model validation remains at the
core of the new guidance, the broader scope of model risk management encompasses model development, implementation, and use, as well as governance
and controls related to models. All banks should ensure that internal policies and procedures are consistent with the risk management principles and
supervisory expectations contained in this guidance. For further information,
readers can access the supervisory guidance from either the OCC website at
www.occ.gov or the Federal Reserve website at www.federalreserve.gov.
.85 An auditor may consider enhancing procedures over entity-level controls to verify appropriate documentation of policies and procedures over model
risk management. In addition, the auditor may consider the effectiveness of
controls surrounding senior management and the board's review of such policies and procedures, as well as the effectiveness of controls surrounding model
valuations (that is, the competency of those performing valuation, segregation
of duties, and so on) and the integrity of the underlying data. Auditors may also
consider the challenges around validating assumptions (that is, the fair values
of other real estate, MBSs, and ALLL) utilized within models and verifying that
the institution maintains appropriate support for assumptions utilized within
models.

Foreclosure Management
.86 In the fourth quarter of 2010, the OCC, the Federal Reserve, the FDIC,
and the OTS (prior to its abolishment) conducted reviews of foreclosure processing at 14 federally regulated mortgage servicers. The reviews were designed
to evaluate the adequacy of controls and governance over servicers' foreclosure
processes and to assess servicers' authority to foreclose. Examiners focused on
foreclosure policies and procedures, quality control and audits, organizational
structure and staffing, and oversight and monitoring of third-party law firms
and other vendors. The agencies found critical weaknesses in servicers' foreclosure governance processes; foreclosure documentation preparation processes;
and the oversight and monitoring of third-party vendors, including foreclosure
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attorneys. The weaknesses resulted in unsafe and unsound practices and violations of applicable federal and state laws.6 The results of the review performed
can be found in the April 2011 Interagency Review of Foreclosure Policies and
Practices that was issued by the OCC, the Federal Reserve, and the OTS.
Readers can access this report through News Release 2011-47, OCC Takes Enforcement Action Against Eight Servicers for Unsafe and Unsound Foreclosure
Practices, on the OCC website at www.occ.gov or through the Federal Reserve's
April 13, 2011, Press Release Federal Reserve issues enforcement actions related
to deficient practices in residential mortgage loan servicing and foreclosure processing on the Federal Reserve website at www.federalreserve.gov.
.87 In response to the foreclosure processing reviews, the OCC issued
guidance in June 2011 to communicate the OCC's expectations for the oversight and management of mortgage foreclosure activities by national banks.
National banks engaged in mortgage servicing, whether for their own loans
or loans owned by others, must ensure compliance with foreclosure laws, conduct foreclosure processing in a safe and sound manner, and establish responsible business practices that provide accountability and appropriate treatment of borrowers in the foreclosure process. In particular, the guidance outlined management's responsibilities in relation to foreclosure process governance, dual-track processing, single point of contact, affidavit and notarization
practices, documentation practices, legal compliance, and third-party vendor
management.
.88 Further, the OCC directed national banks that have not already done
so to conduct self-assessments of foreclosure management practices to ensure
that their practices conform to the expectations outlined in this guidance. The
self-assessments should include testing and reviewing files and should be appropriate in scope, considering the level and nature of the bank's mortgage
servicing and foreclosure activity. The self-assessment was required to be performed no later than September 30, 2011. Banks that identify weaknesses in
their foreclosure processes through the self-assessment should take immediate
corrective action. Banks should determine if the weaknesses resulted in any financial harm to borrowers and provide remediation when appropriate. Readers
can access this guidance in Bulletin OCC 2011-29, Foreclosure Management:
Supervisory Guidance, from the OCC website at www.occ.gov.
.89 In July 2012, the Federal Reserve issued guidance to address a lender's
decision to discontinue foreclosure proceedings. The objective of the guidance
is to emphasize the importance of appropriate risk management practices and
controls in connection with a decision not to complete foreclosure proceedings
after they have been initiated. Responsibilities of management include the
following:

r

Communication with borrowers. Supervised banking organizations should use all means possible to provide the previously described notification to affected borrowers, particularly those who

6
As a result of the foreclosure processing review, the OCC, the Board of Governors of the Federal
Reserve System, and the OTS required the mortgage servicers reviewed to engage independent
firms to conduct an independent review of foreclosure actions that occurred in 2009 and 2010. On
November 2, 2011, the OCC announced that the independent reviews had begun. The independent
consultants are responsible for evaluating whether borrowers suffered financial injury through errors,
misrepresentations, or other deficiencies in foreclosure practices and for determining appropriate
remediation for those customers. When a borrower suffered financial injury as a result of such
practices, the consent orders require remediation to be provided. The cost of these independent
reviews and any required remediation shall be covered by the mortgage servicers.
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r

r

prematurely vacated their homes based on the servicers' initial
communications regarding foreclosure actions.
Notification to local authorities. Supervised banking organizations should ensure that their procedures include reasonable efforts to notify appropriate state or local government authorities of
the organization's decision to not pursue a foreclosure, including
complying with applicable state or local government notification
requirements.
Obtaining and monitoring collateral values. Supervised banking
organizations should have a process for obtaining the best practicable information on the collateral value of a residential property
that may be subject to foreclosure and for updating this information on a regular basis.

Readers can access this guidance in SR 12-11, Guidance on a Lender's Decision
to Discontinue Foreclosure Proceedings, from the Federal Reserve website at
www.federalreserve.gov.
.90 Auditors of institutions with an increased volume in this area should
consider the entity's internal control over the foreclosure governance process,
affidavit and notarization practices, and foreclosure documentation. In addition, when there is a risk of material misstatement in the financial statements,
auditors should consider designing audit procedures over entity-level controls
to determine whether organizational structure is in place to carry out foreclosure activities, as well as appropriate documentation of policies and procedures.
In instances in which the institution may utilize third-party assistance within
the foreclosure process, auditors should consider the guidance addressed in
AU-C section 402, Audit Considerations Relating to an Entity Using a Service
Organization (AICPA, Professional Standards). Finally, auditors may consider
reviewing the institution's own self-assessments and assessing the results and
remediation because the findings could have an impact on the risk assessment
related to the foreclosure process and related accounts.

Counterparty Credit Risk
.91 The financial crisis of 2007–2009 revealed weaknesses in counterparty credit risk (CCR) management (that is, shortcomings in the timeliness
and accuracy of exposure aggregation capabilities and inadequate measurement of correlation risks) at many banking organizations. CCR is defined as
the risk that the counterparty to a transaction could default or deteriorate in
creditworthiness before the final settlement of a transaction's cash flows. The
financial crisis also highlighted deficiencies in the ability of banking organizations to monitor and manage counterparty exposure limits and concentration risks ranging from poor selection of CCR metrics to inadequate system
infrastructure.
.92 To address these weaknesses, in June 2011, the Federal Reserve, the
OTS (prior to its abolishment), the OCC, and the FDIC issued Interagency Supervisory Guidance on Counterparty Credit Risk Management. The guidance
clarifies supervisory expectations and sound practices for an effective CCR
management framework. The guidance emphasizes that banks should use appropriate reporting metrics and limits systems, have well-developed and comprehensive stress testing, and maintain systems that facilitate measurement
and aggregation of CCR throughout the organization.
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.93 The guidance is intended for banks with significant derivatives portfolios. Banks with limited derivatives exposure, particularly noncomplex exposures that are typical for community banks (such as embedded caps and floors
on assets or liabilities, forward agreements to sell mortgages, or simple interest
rate swaps) should apply this guidance as appropriate. Banks using derivatives that are more complex or those with significant noncomplex derivatives
exposure should refer to the guidance for applicable risk management principles and practices. Readers can access the guidance from any of the agencies'
websites.
.94 Auditors should consider whether significant concentrations are held
within the entity's portfolio, the competency of the board and senior management to monitor the risk, the accuracy of underlying data utilized in analyzing
the portfolio, and whether timely and periodic reviews of reporting metrics are
performed by both the board and senior management. In addition, auditors
should consider the adequacy of controls over stress test result evaluations
and the validity of underlying assumptions, including assumptions for credit
valuation adjustments, which are adjustments to reflect CCR in fair value
measurements of derivatives.

Stress Testing
.95 In May 2012, the Federal Reserve, the OCC, and the FDIC jointly
issued final supervisory guidance on stress testing for banking organizations
with more than $10 billion in total consolidated assets. The guidance became
effective on July 23, 2012. The guidance highlights the importance of stress
testing as an ongoing risk management practice that supports a banking organization's forward-looking assessment of its risks. In addition, the guidance
highlights four principles that should be part of a banking organization's stress
testing framework. The framework should (a) include activities and exercises
that are tailored to the exposures, activities, and risks of the organization; (b)
employ multiple conceptually sound activities and approaches; (c) be forward
looking and flexible; and (d) be clear, actionable, well supported, and used in
the decision making process. Furthermore, the guidance discusses four types
of stress testing approaches and applications, which include scenario analysis,
sensitivity analysis, enterprise-wide stress testing, and reverse stress testing.
Readers can access the supervisory guidance from any of the agencies' websites.
.96 In conjunction with the release of stress testing guidance, the Federal
Reserve, the FDIC, and the OCC also released a statement to clarify that community banks are not required or expected to conduct the type of stress testing
required of larger organizations. However, the statement also noted that all
banking organizations, regardless of size, should have the capacity to analyze
the potential impact of adverse outcomes on their financial condition. Examples
of such interagency guidance that addresses potential adverse outcomes as a
part of sound risk management practices include, but are not limited to, IRR
management, commercial real estate concentrations, and funding and liquidity
management.
.97 In accordance with paragraph .12 of AU-C section 315, the auditor
should obtain an understanding of the entity's objectives and strategies and
those related business risks that may result in risks of material misstatement.
As a part of obtaining or supplementing its understanding of the entity, the
auditor may consider reviewing documents such as risk management strategies
and reports, which might include stress test analysis.
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ALLL Estimation Practices for Junior Liens
.98 Due to continued uncertainty in the economy and the housing market, there has been increased scrutiny of junior liens and the adequacy of the
ALLL. As a result, in January 2012, the Federal Reserve, the FDIC, the NCUA,
and the OCC issued Interagency Supervisory Guidance on Allowance for Loan
and Lease Losses Estimation Practices for Loans and Lines of Credit Secured
by Junior Liens on 1-4 Family Residential Properties. The guidance reiterates
key generally accepted accounting principles (GAAP) concepts and supervisory
guidance related to the ALLL and loss estimation practices. For institutions
that hold a significant junior lien portfolio, the guidance addresses the responsibilities of management in estimating the allowance and examiners' review of
management's assessment. Although the discussion is specifically tailored in
evaluating junior liens, the concepts and principles contained apply to estimating the ALLL for all types of loans.
.99 Responsibilities of management include

r
r
r
r

r
r

ensuring that during the ALLL estimation process sufficient information is gathered to adequately assess whether it is probable
a loss has been incurred within junior lien portfolios.
refreshing credit quality indicators that the institution has
deemed relevant regarding the collectability of its junior liens,
such as borrower credit scores and combined loan-to-value ratios,
which include both the senior and junior liens, on a periodic basis.
ensuring adequate segmentation within their junior lien portfolio
to appropriately estimate the allowance for high risk segments
within this portfolio.
ensuring that when an institution uses qualitative or environmental factors to estimate probable losses related to individual high
risk segments within the junior lien portfolio, any adjustment to
the historical loss rate or any separate standalone adjustment
is supported by an analysis that relates the adjustment to the
characteristics of and trends in the individual risk segments.
ensuring that their charge-off policy on junior liens is in accordance with the June 2000 Uniform Retail Credit Classification
and Account Management Policy.
ensuring that income recognition practices related to junior liens
are appropriate.

.100 In light of this guidance and to the extent that an institution has
significant holdings of junior liens, auditors should assess the appropriateness
of the institution's ALLL methodology and documentation related to junior
liens and the appropriateness of the level of the ALLL established for this
portfolio. Readers can access the guidance from any of the respective agencies'
websites. Further discussion on the overall assessment of the ALLL model can
be found in the "Audit and Accounting Developments" section of this alert.

IRR Management
.101 The Federal Financial Institutions Examination Council's Advisory
on Interest Rate Risk Management, issued in January 2010, reminds institutions of supervisory expectations for sound practices to manage IRR. This
advisory reiterates the importance of effective corporate governance, policies
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and procedures, risk measuring and monitoring systems, stress testing, and
internal controls related to the IRR exposures of depository institutions. It also
clarifies elements of existing guidance and describes some IRR management
techniques used by effective risk managers. For the complete text of the advisory, see the Federal Financial Institutions Examination Council's website at
www.ffiec.gov.
.102 In January 2012, the OCC, the Federal Reserve, the FDIC, the
NCUA, and the State Liaison Committee issued the Interagency Advisory on
Interest Rate Risk Management Frequently Asked Questions. This document
was created to clarify points in the 2010 interagency Advisory on Interest Rate
Risk Management by providing responses to the most common questions. The
responses address IRR exposure measurement and reporting, model risk management, stress testing, assumption development, and model and systems validation. Financial institution management should consider the responses in
the context of their institution's complexity, risk profile, business model, and
scope of operations. Readers can access the guidance from any of the respective
agencies' websites.
.103 In accordance with paragraph .12 of AU-C section 315, the auditor
should obtain an understanding of the entity's objectives and strategies and
those related business risks that may result in risks of material misstatement.
As a part of obtaining or supplementing its understanding of the entity, the
auditor may consider reviewing documents such as risk management strategies
and reports, including IRR analysis.

Risk-Based Capital Guidelines: Market Risk
.104 In June 2012, the OCC, the Federal Reserve, and the FDIC issued
the market risk capital rule, which was initially proposed in December 2010.
The final market risk rule amends the calculation of market risk to better
characterize the risks facing a particular institution and to help ensure the
adequacy of capital related to the institution's market risk-related positions. It
applies to a banking organization with aggregate trading assets and liabilities
equal to 10 percent of total assets, or $1 billion or more. The most significant
change from the proposal relates to the methods for determining the capital
requirements for securitization positions. Specifically, under the final rule, the
mechanism to calculate the capital charges on securitization exposures when
the underlying pool of assets demonstrates credit weakness was altered to
focus on delinquent exposures rather than on cumulative losses. This change
has the effect of imposing greater capital requirements on the more subordinate
tranches in a securitization. Under the proposal, when the underlying pool of
assets demonstrates credit weakness, increased capital requirements would
have applied to the entire range of outstanding securities, including the most
senior tranches in a securitization. The final rule will be effective on January 1,
2013, and can be accessed from any of the agencies' websites. Auditors should
familiarize themselves with the new rule and ensure that their clients are
aware and properly implementing the finalized market risk rule.

OCC Guidance on Accounting and Reporting Requirements
for Troubled Debt Restructurings
.105 In April 2012, the OCC issued Bulletin OCC 2012-10, Troubled Debt
Restructurings: Supervisory Guidance on Accounting and Reporting Requirements, to national banks and federal savings associations to address many
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inquiries received from bankers and examiners on accounting and reporting
requirements for troubled debt restructurings (TDRs), especially related to
loan renewals and extensions of substandard commercial loans. The bulletin
focuses on factors and key concepts to consider when evaluating loans for TDR
designation and considerations for the appropriateness of accrual status and
impairment analyses.
.106 The bulletin specifically highlights that all substandard loans on
accrual status that are renewed, extended, or otherwise modified should not
automatically be considered TDRs. Rather, the institution needs to consider
the totality of the transaction given the borrower's financial condition. As such,
it is important for banks to establish an appropriate process for identification
and analysis of TDRs and to document such an analysis. For example, the
procedures should address the process for flagging a modified or renewed loan
for review, considering factors to assess TDR status, designating responsibility
for the TDR decision, and clearly documenting the facts and circumstances
analyzed for each modification or renewal and the conclusion reached. Further
guidance regarding TDRs that may assist when considering whether a loan
modification or renewal is a TDR can be found in the OCC's Policy Statement
on Prudent Commercial Real Estate Loan Workouts and the Bank Accounting
Advisory Series.
.107 The bulletin further reminds banks that renewals, extensions, or
modifications deemed to be TDRs must be evaluated for the appropriate impairment measurement under Financial Accounting Standards Board (FASB)
Accounting Standards Codification (ASC) 310-10 to ensure that the ALLL
and accrual status are appropriate and consistent with call report instructions. The bulletin also addresses separate considerations that should be given
when disclosing of a loan as a TDR and its evaluation under FASB ASC
310-10.
.108 Readers can access Bulletin OCC 2012-10 from the OCC website at
www.occ.gov. Further discussion on the audit risks associated with TDRs can
be found in the "Audit and Accounting Developments" section of this alert.

OCC Supervisory Guidance on Risk Management and Reporting
Requirements for Investor-Owned, One- to Four-Family
Residential Properties
.109 In September 2012, the OCC issued Bulletin OCC 2012-27, InvestorOwned One- to Four-Family Residential Properties: Supervisory Guidance on
Risk Management and Reporting Requirements, to provide guidance to national
banks and federal savings associations on appropriate credit risk management
practices for investor-owned, one- to four-family residential real estate (IORR)
lending in cases in which the primary repayment source for the loan is rental
income. The bulletin was released to promote consistent risk management
practices for IORR lending and to summarize the applicable requirements for
regulatory capital and Call Reports for IORR lending. The OCC reminds banks
to use similar credit risk management practices for IORR lending as those
for commercial real estate lending because they each have similar credit risk.
The bulletin provides guidance on the following areas in relation to IORR
lending:

r
r

Credit risk management expectations
Loan underwriting standards

ARA-DEP .109

P1: irk
ACPA253-FM

24

aicpa-aag.cls

r
r
r
r

November 28, 2012

19:29

Audit Risk Alert

Loan identification and portfolio monitoring expectations
ALLL considerations
Internal risk assessment and rating systems
Regulatory reporting, Home Owners' Loan Act, and risk-based
capital treatment

Readers can access Bulletin OCC 2012-27 from the OCC website at www.occ
.gov. Readers should refer to the ALLL discussion within the "Audit and Accounting Developments" section of this alert for associated audit risks.

Federal Reserve
Agricultural Credit Risk Management
.110 In October 2011, the Federal Reserve issued SR 11-14, Supervisory
Expectations for Risk Management of Agricultural Credit Risk, as a reminder to
banking organizations and supervisory staff of the key risk factors in agricultural lending and supervisory expectations for a banking organization's riskmanagement practices. Although this guidance was issued largely in response
to market developments at the time of release, the risk-management principles
are broadly applicable irrespective of agricultural market conditions.
.111 The Federal Reserve noted that farm producers have experienced
strong profitability over the past three years, and their use of debt overall
remains relatively low. Although these factors have generated optimism for
the future viability of agricultural producers, risk in the agricultural sector
has also increased due to volatility in agricultural commodity prices, farmland
values, and farm production costs. This volatility heightens the importance of
appropriate risk-management and capital planning practices at banking organizations with significant exposures to the agricultural sector. Past downturns
have resulted in borrower defaults and a significant reduction in collateral
values. Accordingly, a bank's risk management and capital planning practices
should be sufficiently robust to assess the level of agriculture related credit
risk and the adequacy of a bank's capital to withstand potential future market
and economic distress.
.112 SR 11-14 provides an overview of current and potential agricultural market issues and risk ramifications that banking organizations and
supervisory staff should consider in assessing the adequacy of the riskmanagement practices and capital needs for a banking organization's exposure
to agriculture-related risks. This supervisory guidance also addresses factors
that examiners should consider in evaluating individual agriculture related
credits and the adequacy of a banking organization's practices to monitor a
borrower's capacity to repay given uncertain events. These concepts are based
on existing guidance in section 2140, "Agricultural Loans," of the Federal Reserve's Commercial Bank Examination Manual. Readers can access SR 11-14
from the Federal Reserve website at www.federalreserve.gov.
.113 If significant concentrations of agricultural loans are held within the
institution, the auditor should consider the competency of the board and senior
management to monitor the associated credit risk, the accuracy of underlying
data utilized in the analysis, and whether timely and periodic reviews of the
analysis are performed by both the board and senior management.

ARA-DEP .110

P1: irk
ACPA253-FM

aicpa-aag.cls

November 28, 2012

19:29

25

Financial Institutions Industry Developments

Disposal of Problem Assets Through Exchanges
.114 Financial institutions are increasingly exploring strategies to dispose of or reduce nonperforming assets and other real estate owned (OREO).
Some of these strategies include asset exchanges, whereby third parties or marketing agents have offered to purchase problem assets from institutions and
replace them with performing assets. Such transactions, if properly executed
with reputable counterparties and subjected to the appropriate level of due
diligence, could achieve the objective of reducing nonperforming assets on financial institutions' balance sheets. However, Federal Reserve staff have been
made aware of transactions that may present significant risk to institutions
and could compromise their safety and soundness. To date, these transactions
have been encountered primarily at smaller community banks.
.115 In December 2011, the Federal Reserve issued supervisory guidance
entitled Disposal of Problem Assets through Exchanges. The guidance addresses
the risks involved in asset exchanges, the associated risk management considerations for institutions, and the supervisory considerations for examiners.
The guidance also provides a detailed example of an asset exchange transaction. The example highlights the potential risks associated specifically with
transactions that may reduce problem assets in the short term but, because of
a lack of appropriate, up-front due diligence, may result in heightened risks
over the longer term. Readers can access the guidance in SR 11-15, Disposal
of Problem Assets through Exchanges, from the Federal Reserve website at
www.federalreserve.gov.
.116 If the auditor becomes aware that the institution is considering or
has entered into these types of transactions, the auditor should discuss such
transactions with management and design audit steps to address the accounting and other risks that result from entering into such transactions.

Rental of Residential OREO Properties
.117 In April 2012, the Federal Reserve issued the Policy Statement on
Rental of Residential OREO Properties (policy statement) to remind banking
organizations and examiners that the Federal Reserve's regulations and policies permit the rental of OREO properties as part of an orderly disposition
strategy within statutory and regulatory limits. The policy statement applies
to state member banks, bank holding companies, nonbank subsidiaries of bank
holding companies, savings and loan holding companies, nonthrift subsidiaries
of savings and loan holding companies, and U.S. branches and agencies of
foreign banking organizations (collectively, banking organizations).
.118 The general policy of the Federal Reserve is that banking organizations should make good-faith efforts to dispose of OREO properties at the
earliest practicable date. In light of the current extraordinary conditions in
housing markets, the policy statement indicates that banking organizations
may rent one- to four-family residential OREO properties without having to
demonstrate continuous active marketing of the properties, provided that suitable policies and procedures are followed.
.119 Key risk management considerations for banking organizations that
engage in the rental of residential OREO include compliance with holdingperiod requirements for OREO, compliance with landlord-tenant and associated requirements, and accounting for OREO assets in accordance with GAAP.
Residential OREO is typically treated as a substandard asset, as defined by
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the interagency classification guidelines.7 However, residential properties with
leases in place and demonstrated cash flow from rental operations sufficient to
generate a reasonable rate of return should generally not be classified.
.120 The policy statement also establishes specific supervisory expectations for banking organizations that undertake large-scale residential OREO
rentals (generally, 50 properties or more available for rent). Such organizations
should have formal policies and procedures governing the operation and administration of OREO rental activities, including property-specific rental plans,
policies and procedures for compliance with applicable laws and regulations, a
risk management framework, and oversight of third-party property managers.
For more information, readers can access the policy statement in SR 12 -5,
Policy Statement on Rental of Residential Other Real Estate Owned (OREO)
Properties, from the Federal Reserve website at www.federalreserve.gov.
.121 Auditors should review examination/inspection reports of the relevant regulatory authorities and determine if any significant findings have been
identified that would affect the risk of material misstatement to the financial
statements or require further disclosure in the financial statements. Further
discussion on the audit risks associated with OREO can be found in the "Audit
and Accounting Developments" section of this alert.

Questions and Answers Related to the Management of OREO
.122 In June 2012, the Federal Reserve issued SR 12-10, Questions and
Answers for Federal Reserve-Regulated Institutions Related to the Management
of Other Real Estate Owned (OREO), to clarify existing policies and promote
prudent practices for the management of an institution's OREO assets. Topics
covered in the question and answer document include

r
r
r
r
r
r

transferring an asset to OREO,
reporting treatment and classification,
appraisal concepts,
ongoing property management,
operational and legal issues, and
sale and transfer of OREO.

Readers can access SR 12-10 from the Federal Reserve website at
www.federalreserve.gov. For further guidance on audit risks associated with
OREO, readers can refer to the "Audit and Accounting Developments" section
of this alert.

FDIC Advisory on Effective Credit Risk Management Practices
for Purchased Loan Participations
.123 The FDIC released FIL-38-2012, FDIC Advisory on Effective Credit
Risk Management Practices for Purchased Loan Participations, in September
2012 as a reminder to state nonmember institutions of the importance of underwriting and administering loan participations in the same manner as if the
loans were directly originated by the purchasing institution. The advisory goes
on to outline recommended practices relating to loan policy guidelines for participations, loan participation agreements, independent credit and collateral
7
See Commercial Bank Examination Manual section 2060.1, "Classification of Credits," for
interagency classification guidelines.
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analysis, and due diligence and monitoring of participations in out-of-territory
or unfamiliar markets. Readers can access FIL-38-2012 from the FDIC website
at www.fdic.gov.
.124 Lack of sound credit risk management policies has caused some
instances of significant credit losses and contributed to bank failures. Auditors
of institutions that purchase a significant number of loan participations should
consider the adequacy and effectiveness of the entity's internal control over
loan participations.

Credit Union
.125 An auditor of credit unions should be cognizant of the regulations
subsequently discussed and should consider discussing with the client how
such amendments are being addressed. In addition, the auditor should assess
the impact of noncompliance on financial reporting and, if applicable to the
engagement, internal controls over financial reporting.

Corporate Credit Union Internal Control and Reporting Amendments
.126 In April 2011, the NCUA issued final amendments to its rule governing corporate credit unions, including internal control and reporting requirements for corporate credit unions similar to those required for banks under
the FDIC Improvement Act of 1991 and the Sarbanes-Oxley Act of 2002. The
most significant revisions, which became effective January 1, 2012, require a
corporate credit union to

r
r

r

ensure that its annual financial statements and regulatory reports
reflect all material correcting adjustments necessary to conform
with GAAP as identified by the independent public accountant.
prepare an annual management report, signed by the CEO and
the chief accounting officer or CFO, that contains
—

a statement of management's responsibility for preparing the financial statements, for establishing and maintaining an adequate internal control structure, and for
complying with safety and soundness laws and regulations;

—

an assessment of compliance with such laws and regulations; and

—

an assessment of the effectiveness of the internal control
structure. The assessment requirement is effective January 1, 2013, and therefore would be applicable to management reports for the calendar year 2012 and thereafter.

ensure that its independent public accountant
—

reports to the supervisory committee all critical accounting policies;

—

retains for seven years the working papers related to an
audit;

—

complies with the independence standards and interpretations of the AICPA;

—

has an acceptable peer review;
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— notifies the NCUA if the independent public accountant
ceases being a corporate credit union's independent accountant; and

r

r

— reports separately to the supervisory committee on management's assertions concerning the effectiveness of internal control structure. The requirement is effective
January 1, 2014, and therefore would be applicable to
management reports prepared for the calendar year 2013
and thereafter.
ensure that it files a copy of its annual report to NCUA within 180
days after the end of the calendar year, which NCUA will make
available for public inspection; provides NCUA with a copy of any
letter or report issued by its independent public accountant; informs NCUA when it engages an independent public accountant
or loses an independent public accountant through dismissal or
resignation; provides a notice to NCUA of late filing of the annual report; and submits a summary of its annual report to the
membership.
ensure that its supervisory committee consists of members who
are independent of the corporate credit union; supervises the independent public accountant; and ensures that audit engagement
letters do not contain unsafe and unsound limitation of liability
provisions.

Readers can access this final rule from the NCUA website at www.ncua.gov.

IRR Policy and Program
.127 Due to changes in balance sheet composition for FICUs and increased
uncertainty in the financial market, there is a heightened importance for FICUs to incorporate strong policies and programs addressing the credit union's
management of controls for IRR. In January 2012, the NCUA issued a final
rule, which became effective September 30, 2012, requiring FICUs to develop
and adopt a written policy on IRR management and a program to effectively
implement that policy as part of credit unions' asset liability management responsibilities. There are asset-size and activity triggers for how the written
IRR policy requirements would apply based on the following guidelines:

r
r

r

A FICU with assets of more than $50 million must adopt a written
IRR policy and implement an effective IRR program.
A FICU with assets of $10 million or more but not greater than
$50 million must adopt a written IRR policy and implement an
effective IRR program if the total of first mortgage loans it holds
combined with total investments with maturities greater than 5
years, as reported by the FICU on its most recent Call Report, is
equal to or greater than 100 percent of its net worth.
A FICU with assets less than $10 million is not required to comply regardless of the amount of first mortgage loans and total
investments with maturities greater than 5 years it holds.

.128 The final rule provides discussion on the roles and responsibilities
of the FICU's board of directors and management in establishing and implementing the IRR policy and program; guidance on risk management systems,
methods, and valuation measures; internal controls; decision making informed
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by IRR measurement systems; and guidelines addressing the adequacy and
effectiveness of the policy and program.
.129 The rule also provides additional guidance for large credit unions
with complex or high risk balance sheets. Large credit unions are defined as
institutions with assets of at least $500 million. Readers can access this final
rule from the NCUA website at www.ncua.gov.
.130 Readers are also encouraged to access NCUA Letters to Credit
Unions No. 12-CU-11, Interest Rate Risk Policy and Program Frequently Asked
Questions.

Broker-Dealers
.131 The regulatory environment under which broker-dealers operate is
in the midst of significant change. The Dodd-Frank Act has initiated some of
this change. Furthermore, a principle rule under which broker-dealers operate,
SEC Rule 17a-5, Broker-Dealer Reports, is in the process of being revised.
This alert does not cover all of the recent rulemaking due of the volume of
regulatory changes, both final and proposed. Some of the significant rulemaking
is discussed subsequently.

Consolidated Audit Trail
.132 In July 2012, the SEC adopted Rule 613, Consolidated Audit Trail,
under the Securities Exchange Act of 1934 requiring the national securities
exchanges and FINRA (collectively referred to as self-regulatory organizations
[SROs]) to establish a market-wide consolidated audit trail that will significantly enhance regulators' ability to monitor and analyze trading activity. The
new rule requires the exchanges and FINRA to jointly submit a comprehensive
plan—called a national market system (NMS) plan—to create, implement, and
maintain a consolidated audit trail that accurately identifies every order, cancellation, modification, and trade execution for all exchange-listed equities and
equity options across all U.S. markets.
.133 Currently all exchanges have their own reporting requirements and
audit trail in order to monitor market activity. This results in an audit trail
that varies significantly among markets, which in turn makes it difficult to
analyze market activity. Although Rule 613 allows the SROs to determine the
specifics of how market participants would report data to a central repository,
the data must be reported in a way that enables the central repository to send
it to regulators in a uniform electronic format.
.134 Rule 613 mandates that the NMS plan require

r

r

each national securities exchange and FINRA, as well as their
respective members, to provide certain detailed information to
a central repository regarding each quote and order in an NMS
security and each reportable event with respect to each quote and
order (such as it origination, modification, cancellation, routing,
and execution).
certain data to be reported to the central repository by 8 a.m.
ET the following trading day and be subsequently available in an
aggregated format to regulators for their analysis.
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all reportable events to be tagged and stored by the central repository in a linked fashion allowing regulators to accurately follow
an order through its entire life cycle.
each broker-dealer and national exchange to be assigned a unique,
cross-market identifier to be reported to the central repository
along with every reportable event.
each customer as well as any customer adviser who has trading
discretion over a customer's account to be assigned a unique, crossmarket customer identifier to be reported to the central repository
for every order originated.
SROs and their members to synchronize the business clocks
they use to record the date and time of any reportable event,
and require timestamps—reported for each event to the central
repository—to be in millisecond or finer increments.

.135 The plan requires the SROs to submit the NMS plan to the SEC
within 270 days of the publication of the adopting release in the Federal Register. The adopting release was published in the Federal Register on August 1,
2012. Once the NMS plan is approved by the SEC, the SROs are required to
report the required data to the central repository within 1 year. Members of
the SROs are required to report within 2 years. Certain small broker-dealers
will have up to 3 years to report the data.

Update on Large Trader Reporting
.136 SEC Release No. 34-66839, Order Temporarily Exempting BrokerDealers from the Recordkeeping, Reporting, and Monitoring Requirements of
Rule 13h-1 under the Securities Exchange Act of 1934 and Granting an Exemption for Certain Securities Transactions, dated April 20, 2012, extended
the April 30, 2012, compliance date for certain registered broker-dealers to
comply with the recordkeeping, reporting, and monitoring requirements of the
rule. Except for broker-dealers that are large traders or have large trader customers that are either broker-dealers or that trade through a sponsored access
arrangement, the compliance date has been extended to May 1, 2013. With
respect to a clearing broker-dealer for a large trader if the large trader is a
U.S register broker-dealer or trades through a sponsored access arrangement,
the compliance date has been extended to November 30, 2012. In addition, the
release exempts certain transactions from the definition of the term transaction for the purpose of determining whether a person is a large trader. See the
release for additional information. See also "Responses to Frequently Asked
Questions Concerning Large Trader Reporting" on the SEC website for more
information on large trader reporting.

Rule 17a-5 Revision Update
.137 In June 2011, the SEC issued Release No. 34-64676, Broker-Dealer
Reports, which proposed amendments to its broker-dealer financial reporting
rule. The comment period ended in August 2011; however, a final revision
to Rule 17a-5 has not been issued as of early October 2012. At this time, it
is anticipated that the revision to Rule 17a-5 will be issued in late 2012 or
early 2013 and would be effective for 2013 calendar year ends. However, some
provisions may be effective earlier in 2013.
.138 Release No. 34-64676 proposed revisions to Rule 17a-5 that are
grouped into three main sets of amendments. As set forth in that release, the
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first set of amendments, collectively termed the "Annual Reporting Amendments," would, among other things

r
r
r

update the existing requirements of Rule 17a-5;
facilitate the ability of the PCAOB to implement oversight of independent accountants of broker-dealers, as required by the DoddFrank Act; and
eliminate redundant requirements for certain broker-dealers affiliated with, or dual-registered as, investments advisers.

.139 The second set of amendments, collectively termed the "Access to
Audit Documentation Amendments," would require broker-dealers that either
clear transactions or carry customer accounts to consent to allow the SEC
and designed examining authorities to have access to independent accountants to discuss their findings with respect to annual audits of broker-dealers
and to review related audit documentation for the purposes of planning their
examinations. The third set of amendments, collectively termed "Form Custody Amendments," would enhance the SEC's and the designed examining
authorities' ability to oversee broker-dealer's custody practices by requiring
broker-dealers to file a new Form Custody. The following paragraphs provide
a brief summary of the proposed revisions. See the SEC website for the text of
the proposed rule.

Carrying Broker-Dealers
.140 Carrying broker-dealers would be required to annually file a compliance report with the SEC. Management of the broker-dealer would be required
to assert in the compliance report

r
r
r

whether they were in compliance, in all material respects, with
the financial responsibility rules as of its fiscal year-end,
that the information used to assert compliance with the financial
responsibility rules was derived from the books and records of the
broker-dealer, and
that internal control over compliance with the financial responsibility rules was effective during the most recent fiscal year such
that there were no instances of material weakness.

.141 The compliance report would be required to contain a description of
each identified instance of material noncompliance8 and each identified material weakness in internal control over compliance with the specified rules. It is
important to note that the proposed rule does not include an assertion related
to the effectiveness of internal control over financial reporting, as is required
for issuers.
.142 Under the proposed rule, each carrying broker-dealer is required to
engage an independent accountant to examine the broker-dealer's assertions in
the compliance report.9 As part of the examination, the auditor would provide
8
The term material inadequacy would be replaced with the term material noncompliance under
the proposal.
9
The broker-dealer's assertions in the compliance report would not cover the effectiveness of internal control over financial reporting; therefore, the independent accountant would not
be required to opine on the effectiveness of the broker-dealer's internal control over financial reporting

(continued)

ARA-DEP .142

P1: irk
ACPA253-FM

aicpa-aag.cls

November 28, 2012

32

19:29

Audit Risk Alert

an opinion on the broker-dealer's assertions related to the broker-dealer's compliance with the financial responsibility rules as of year-end. The auditor would
also provide an opinion on the broker-dealer's assertion that internal control
over compliance with the financial responsibility rules was effective during the
most recent fiscal year. The resulting examination report is required to be filed
with the SEC. This compliance examination and resulting report would replace
the existing practice that results in the issuance of a report on internal control
required by Rule 17a-5(g)(1).
.143 If, during the course of the examination, the independent accountant
determines that an instance of material noncompliance exists with respect to
any of the financial responsibility rules, notification must be given to the SEC
within one business day. This notice requirement is triggered at the time the
independent accountant determines the material noncompliance exists, not at
the time of the completion of the examination.

Noncarrying Broker-Dealers
.144 A noncarrying broker-dealer claiming an exemption from Rule 15c33 would be required to file an exemption report asserting that the broker-dealer
is exempt from the provisions of Rule 15c3-3 because it meets one or more of
the conditions set forth in paragraph (k) of Rule 15c3-3 with respect to all of
its business activities.
.145 The noncarrying broker-dealer would be required to engage an independent accountant to review the broker-dealer's assertions in the exemption
report and prepare a report based on that review. The engagement would be
performed under standards established by the PCAOB.

Form Custody
.146 Broker-dealers would be required to file a new form, Form Custody,
with their quarterly Financial and Operational Combined Uniform Single report. This form is designed to elicit information concerning whether a brokerdealer maintains custody of customer and noncustomer assets, and, if so, how
such assets are maintained.

Conclusion
.147 At this time it is not known how the final revised Rule 17a-5 will
compare to the proposed rule. It is anticipated that the main requirements and
guidance in the proposed rule will be part of the final rule. However, it is very
likely that some aspects of the proposed rule will be changed from what is in
the original proposed revision to Rule 17a-5. It is important that auditors be
alert for further developments.

Amendments to the Financial Responsibility Rules
.148 In May 2012, the SEC issued Release No. 34-66910, Amendments
to Financial Responsibility Rules for Broker-Dealers, which reopened the comment period for proposed amendments to its net capital, customer protection,

(footnote continued)
in the examination report. However, the independent accountant's existing obligation to gain an
understanding and perform appropriate procedures regarding the broker dealer's internal control as
a part of the financial statement audit would not change.
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books and records, and notification rules for broker-dealers. The reopened comment period ended June 8, 2012. These amendments were originally proposed
in 2007 in Release No. 34-55431, Amendments to Financial Responsibility Rules
for Broker-Dealers; however, no action was taken on the amendments at that
time. Auditors should be alert for further developments.

Commodities
Customer Funds
.149 New regulatory requirements were adopted and proposed to
strengthen the protections afforded customer funds held by intermediaries.
Permitted investments of such funds, notification of disbursements, and semimonthly and monthly reporting of balances are required. Details of these initiatives may be found at the National Futures Association (NFA) website at http://
www.nfa.futures.org/NFA-regulation/regulationNotice.asp?ArticleID=4109.
Summaries are reported in the following sections.

Investment of Customer Funds and Funds Held in an Account
for Foreign Futures and Foreign Options Transactions
.150 The CFTC amended its regulations regarding the investment of customer segregated funds subject to CFTC Regulation 1.25 and funds held in an
account subject to Regulation 30.7 (30.7 funds). Certain amendments reflect
the implementation of new statutory provisions enacted under Title IX of the
Dodd-Frank Act. The amendments address

r
r
r
r
r
r
r
r
r
r
r

certain changes to the list of permitted investments (including the
elimination of in-house transactions),
a clarification of the liquidity requirement,
the removal of reliance on rating requirements,
an expansion of concentration limits including asset-based,
issuer-based, and counterparty concentration restrictions,
revisions to the acknowledgment letter requirement for investment in a money market mutual fund,
revisions to the list of exceptions to the next-day redemption requirement for money market mutual funds,
the elimination of repurchase and reverse repurchase agreements
with affiliates,
the application of Regulation 1.25 to 30.7 funds,
the removal of ratings requirements for depositories of 30.7 funds,
the elimination of the option to designate a depository for 30.7
funds, and
certain technical changes.

This rule became effective February 17, 2012. All persons should be in compliance with this rule no later than June 18, 2012.

New Filing Requirements—Segregated Investment Detail Reports
and Daily Segregation and Secured Statements
.151 Pursuant to NFA Financial Requirements Section 8, effective July 2,
2012, all NFA Member FCMs that hold customer futures and option segregated
funds or foreign futures and foreign options secured amount funds will be
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required to file the Segregated Investment Detail Report (SIDR) on the 15th
(or the following business day if the 15th falls on a weekend) and the last
business day of each month. The report is due by 11:59 P.M. Eastern time on
the business day following the 15th and last business day of each month.
.152 Beginning July 17, 2012, all FCMs were required to file daily segregation and secured amount statements, semi-monthly SIDRs, and monthly
financial statements with the NFA. In order for the NFA to receive the required
filings from firms for which the NFA is not the Designated Self-Regulatory Organization (DSRO), the FCM must add the NFA to the transmission list when
the firm makes its July 17th filing. Specifically, when making the July 17th
filing, the FCM's Security Manager must update the Firm Maintenance page in
WinJammer™ and check the box next to NFA under "Regulator Information."

Notification of Certain Disbursements From Segregated or Secured
Amount Funds
.153 Effective September 1, 2012, any FCM that makes a disbursement or
a series of disbursements from its customer segregated funds account(s) or its
foreign futures and foreign options customer secured amount funds account(s)
that are not for the benefit of customers and that exceed 25 percent of the
FCM's residual interest in either of those funds account(s) based upon the
firm's most current daily segregated funds or secured amount funds calculation
must comply with the following additional requirements imposed under NFA
Financial Requirements Section 16.
.154 The FCM is prohibited from making such a disbursement or series
of disbursements unless the FCM's CEO, CFO, or a listed principal of the firm
who holds a position with knowledge of the FCM's financial requirements and
position (Financial Principal) preapproves in writing the disbursement that
singularly or as part of a series of disbursements puts the total disbursements
above the 25 percent threshold.
.155 Immediately after the FCM's CEO, CFO, or Financial Principal
preapproves the disbursement, the FCM must file a written notice signed by
the CEO, CFO, or Financial Principal through the Winjammer system that includes the information set forth in Financial Requirements Section 16(b)(ii)(1)(4) for disbursements from segregated funds accounts and the information in
Financial Requirements Section 16(c)(ii)(1)-(4) for customer secured amount
funds accounts.
.156 In order to file this required written notice through the Winjammer
system, the FCM must create a "Regulation Notice" in the filing index section
of Winjammer as of the date of the approval and then select the appropriate
notice to file (Disbursement of Segregated Funds, Disbursement of Secured
Amount Funds, or, for CME members, Disbursement of Sequestered Funds).
After selecting the appropriate notice, the FCM must upload a PDF of the
written notice.

New Requirements Regarding Statement Submitters
.157 Also effective September 1, 2012, the following reports are required
under NFA Financial Requirements Section 16: an FCM's monthly financial and operational information, semi-monthly SIDRs, and daily segregated
funds and secured amount funds calculation(s). The reports must be submitted
through Winjammer by the FCM's CEO, CFO, other individual designated by
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the CEO or CFO to file on his or her behalf, or, where applicable, a person
described in CFTC Regulation 1.10(d)(4)(ii). An FCM's CEO and CFO currently have authorization to file these required reports through Winjammer.
In order to add an individual designated by the CEO or CFO to submit the
required statements, the FCM's Security Manager must first add the individual as a "Firm User" via the "Firm Maintenance" section in the Winjammer
system. Once added, that designated individual must log into Winjammer and
access the "Request to Submit Statements" section. The individual must then
download the User Identification Request Agreement and have it completed
and signed by the CEO or CFO and submit a PDF of the completed agreement
through Winjammer. Once the agreement is submitted, the FCM's DSRO must
approve the designee before that person can begin submitting these statements
through Winjammer.

Chief Compliance Officer Requirements and Reports
.158 Effective October 1, 2012, FCMs that are currently regulated by a
U.S. prudential regulator or that are also in some capacity registrants of the
SEC must have a designated Chief Compliance Officer (CCO) under CFTC
Regulation 3.3, and that person must also be a listed principal of the firm. In
addition, those FCMs will be required to file the CCO Annual Report as of the
date of the firm's first fiscal year end after October 1, 2012. All other FCMs
(that is, FCMs that are not currently regulated by a U.S. prudential regulator
or that are not also in some capacity registrants of the SEC) must comply with
the CCO requirement by March 29, 2013. Introducing brokers, commodity pool
operators (CPOs), and commodity trading advisor (CTAs) members are not
required to have a designated CCO. However, if the firm appoints a person as
a CCO then the person must be a listed principal of the firm.

Auditing Regulatory Supplementary Schedules
.159 CFTC Regulation 1.16(d), "Audit objectives," requires that "The audit
must include all procedures necessary under the circumstances to enable the
independent licensed or certified public accountant to express an opinion on the
financial statements and schedules." Auditors should review and test an FCM's
segregation and capital computations even if the amounts are considered immaterial in relation to the financial statements taken as a whole. Indeed, when
Regulation 1.16 was adopted, the CFTC commented that auditors must review
such computations as part of a "proper audit."10
.160 CFTC staff is drafting amendments to CFTC Regulations 1.10, "Financial reports of futures commission merchants and introducing brokers,"
and 1.16, "Qualifications and reports of accountants," to require more robust
assurances from FCMs and their independent accountants regarding, among
other things, such schedules.

10
"Accountants should be aware that in order to conduct a proper audit under these rules, they
must be familiar with the Act and the rules and regulations of the Commission and in particular
with the segregation requirements, the recordkeeping requirements, and the minimum financial
regulations applicable to FCMs. The accountant must assure himself that the daily computations
of the segregation requirements are being made in accordance with such requirements. In addition,
the accountant must ascertain that the periodic computations of the minimum capital requirements
are being done in accordance with §1.17 and are being computed monthly in accordance with §1.18.
The Commission anticipates that it will selectively review the FCM audits conducted by independent
public accountants to monitor compliance with the auditing standard set for in §1.16." 43 F.R. 39956
(September 8, 1978.)
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.161 It should be noted that the SEC proposed similar rules that may become effective for year-end 2012 audits. Those proposed rules include, among
other things, the revocation of the requirement for a report on material inadequacies in internal control. Dual registered FCMs have to comply with both
SEC and CFTC regulations. If SEC proposed rules are effective for 2012 and
CFTC rules are not, auditors of those dual registered entities will be required
to issue separate reports.

Registration and Compliance Obligations for CPOs and CTAs
.162 In February 2012, a final rule regarding changes to Part 4 of the
CFTC's regulations involving registration and compliance obligations for CPOs
and CTAs was issued. The rule increases transparency to the CFTC of CPOs
and CTAs acting in the futures and swaps markets and enhances protections
for their customers. Specifically, the rule adopted by the commission

r
r
r
r
r

rescinds the exemption from registration provided in Section
4.13(a)(4);
removes relief from the certification requirement for annual reports provided to operators of certain pools offered only to qualified
eligible persons under Section 4.7;
modifies the criteria for claiming relief under Section 4.5;
requires the annual filing of notices claiming exemptive relief under several sections of the commission's regulations; and
adopts amendments that include new risk disclosure requirements for CPOs and CTAs regarding swap transactions.

Additional summary information can be found in the Q&A—Final Rule on
Amendments to Compliance Obligations of Commodity Pool Operators and
Commodity Trading Advisors from the CFTC website at www.cftc.gov.
.163 In addition, the CFTC proposed a rule that seeks public comment on
reducing compliance burdens associated with registered investment advisors
who would be required to register as CPOs under the changes to Section 4.5.
The proposed rule is inviting public comment on amending the reporting requirements applicable to certain investment companies registered under the
Investment Company Act of 1940 whose advisors would be required to register
with the commission as CPOs.
.164 The CFTC received a number of comments regarding the changes
to Section 4.5. Specifically, commenters suggested that sponsors of investment
companies registered with the SEC, which would also be required to register as CPOs under Section 4.5, may be subject to duplicative, inconsistent,
and possibly conflicting disclosure and reporting requirements. This proposed
rulemaking seeks to harmonize CFTC and SEC requirements to minimize the
compliance burden on these registrants.

CFTC Annual "Dear CPO" Letter
.165 On March 8, 2012, CFTC staff issued its annual letter to CPOs
outlining key reporting issues and common reporting deficiencies found in annual financial reports for commodity pools. The CFTC anticipates issuing a
similar letter in 2013. The letter emphasizes the CFTC staff's concerns and,
accordingly, may alert the auditor to high risk issues that could affect assertions contained in the financial statements of commodity pools. CFTC staff also
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suggests that CPOs share the letter with their independent auditors. Topics
addressed in the letter include the following:

r
r
r
r
r

Recent regulatory activity
Guidance for CPOs with pool funds held at MF Global Inc.
Filing deadlines and due dates of commodity pool financial filings
Master-feeder funds and fund of funds
Accounting and regulatory resources

.166 The Division of Swap Dealer and Intermediary Oversight has issued
similar letters in prior years, which are available at the commission's website.11
Those letters should be consulted with respect to commodity pool annual financial statements and reporting. Readers are encouraged to view the full text
of the Annual Reporting for Commodity Pools letter and monitor the CFTC
website for the most recent guidance.

Audit and Accounting Developments
The AICPA Clarity Project
Introduction
.167 With the release of Statement on Auditing Standards (SASs) Nos.
122–125 (AICPA, Professional Standards), the Auditing Standards Board
(ASB) has almost completed its project to redraft all of the SASs (as codified in AICPA Professional Standards). The issuance of the clarified standards
reflects the ASB's established clarity drafting conventions designed to make
the standards easier to read, understand, and apply. Among other improvements, GAAS now specify more clearly the objectives of the auditor and the
requirements with which the auditor has to comply when conducting an audit
in accordance with GAAS.
.168 As the ASB redrafted the standards for clarity, it also converged
the standards with the International Standards on Auditing, issued by the
International Auditing and Assurance Standards Board.
.169 Although the purpose of redrafting the auditing standards is for
clarity and convergence and not to create additional requirements, auditors
will need to make some adjustments to their practices as a result of this project.

Effective Date
.170 The clarified standards generally will be effective for audits of financial statements for periods ending on or after December 15, 2012. Thus, the
clarified standards will be effective for calendar year 2012 audits.

Impact of the Clarity Project
.171 The revisions to GAAS, although extensive, do not create many substantial requirements or change many existing requirements. Most are consistent with existing GAAS. Some, however, do contain significant changes from

11
Prior letters from 1998 forward are available at the commission's website at www.cftc.gov/
industryoversight/intermediaries/guidancecporeports.html.
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the extant12 standards and require auditors to prepare accordingly. Now is the
time for all auditors to start preparing for the transition to the clarified standards, which are effective for calendar year 2012 audits. A smooth transition
requires information, education, and training.
.172 To assist you in the transition, the following paragraphs highlight
some important steps you can take to start preparing for the clarified standards
and minimize the transition's impact on your firm and your clients.
.173 First, familiarize yourself with the clarified standards, including
the application material, appendixes, and exhibits. The ASB has redrafted its
Statements on Quality Control Standards and SASs using a drafting convention called the clarity format. This new format is clear, consistent, and easy to
understand.13
.174 The clarity format presents each standard in these categories:

r
r
r
r
r

Introduction. The introduction explains the purpose and scope of
the standard.
Objective. The objective defines the context in which the requirements are set.
Definitions. The definitions section, included where relevant, explains specific meanings of terms in the standard.
Requirements. The requirements set out what the auditor is required to do to achieve the objective of the standard. Requirements
are expressed using the words "the auditor should" or "the auditor
must."
Application and Other Explanatory Material. "Application and
Other Explanatory Material" paragraphs are cross-referenced to
the requirements and provide further explanation of, and guidance for, carrying out the requirements of the standard. These
paragraphs are an integral part of the standard, and the auditor
is required to read and understand the entire text of the standard,
including these paragraphs, in order to understand the objectives
of the standard and apply its requirements properly.

.175 Other clarity drafting conventions include the following:

r
r
r

Where appropriate, special considerations relevant to audits of
smaller, less complex entities within the text of the standard
Where appropriate, special considerations relevant to audits of
governmental entities within the text of the standard
Formatting techniques, such as bullet lists, to enhance readability

.176 After reviewing the standards and becoming familiar with the
changes, auditors should identify the timing for transitioning the clarified
standards for each engagement. For example, several new requirements may
involve planning discussions with the client, some may affect interim testing

12
The term extant is used throughout this alert to refer to the standards that are superseded by
the clarified standards.
13
The Auditing Standards Board is also clarifying the attestation standards, and the Accounting Review Standards Committee is clarifying the compilation and review standards following this
format.
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and other fieldwork, and some may require changes to the report. Steps your
firm can take to implement the standards may include the following:

r
r
r
r
r

Appoint a person or team to be in charge of the transition.
Consider establishing small task forces of staff at different levels
to develop revisions to the firm's audit methodologies.
Provide training for all audit staff.
Review your client base to determine those clients that will be
affected first.
Provide an overview of how the audit engagement may change for
key client personnel.

.177 In addition to determining any changes necessary to audit procedures
and training in accordance with your firm's quality control procedures, you will
need to revise firm guidance and audit methodology to refer to the clarified
standards. The effort required for these revisions will depend on the level of
detail of such references in your firm's methodology.
.178 The AICPA Audit Risk Alert Understanding the Clarified Auditing
Standards (product no. ARACLA12P) identifies the substantive and clarifying
changes in requirements from the Clarity Project and includes a mapping
schedule tracking the extant standards to the clarified standards.

ALLL
.179 A primary concern with the ALLL is the pace and magnitude of allowance releases and how lower provision expense appears to be driving income
growth among financial institutions. Although there have been indicators of improvement in credit quality, certain credit risk indicators remain. The OCC's
National Risk Committee has currently observed a substantial amount of yield
and earnings pressure, which in turn has driven competition among financial institutions to obtain good loans resulting in the potential for loosening of
underwriting standards. In addition, there remains elevated risk among commercial real estate loans as reflected by the significant volume of workouts and
modifications. Financial institutions are also looking for new ways to generate
income and have begun to expand into product lines outside of their particular
area of expertise, such as oil and gas, asset-based lending, leveraged lending,
or commercial and industrial lending.
.180 In light of current market conditions, financial institutions should
ensure they are exercising prudent judgment when considering releases of the
allowance and in the determination of incurred loss estimates of the ALLL.
In determining loss estimates, institutions should not solely rely on historical
loss data. Instead, such historical loss data should be used to adjust for all
internal and external qualitative factors that may cause current estimates of
loss to differ from historical. Auditors should assess the reasonableness of the
ALLL model in relation to current market conditions. This assessment should
include, but is not limited to, performing inquiries to obtain an understanding of the institution's risk assessment and risk management, consideration of
the design of the ALLL methodology including management's incorporation of
qualitative and environmental factors, consideration of management's internal
review controls, and testing key inputs and assumptions utilized by management, especially in emerging risk areas. It is also important that management
and auditors consider if the methodology is producing the right number (that
is, the methodology for calculating the ALLL should not be overly mechanical,
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and institutions should step back and question whether their results make
sense).
.181 Readers are encouraged to review chapter 9, "Credit Losses," in
the AICPA Audit and Accounting Guide Depository and Lending Institutions:
Banks and Savings Institutions, Credit Unions, Finance Companies and Mortgage Companies, which provides a detailed discussion on the ALLL including
accounting and auditing guidance. Readers are also encouraged to review the
interagency guidance released on junior liens (see discussion in the "Legislative and Regulatory Developments" section of this alert) as the concepts and
principles contained may be applied to all types of loans. Further detail on
PCAOB observations related to the ALLL can also be found at the end of this
section of the alert.

TDRs
.182 Weakness in the housing market and elevated levels of nonperforming loans and delinquencies continue to indicate the potential for higher levels
of loan restructurings. An audit risk includes not identifying modifications as
TDRs, which leads to inaccurate disclosures and potentially understated ALLL
estimates. The OCC Mortgage Metrics Report: Disclosure of National Bank and
Federal Savings Association Mortgage Loan Data for the second quarter of 2012
contains trends in mortgage modifications for the most recent quarter and provides performance data on first-lien residential mortgages serviced by national
banks and federal savings associations. Readers can access the report from the
OCC website at www.occ.gov.
.183 Due to the continued high level of debt modifications, auditing TDRs
continues to be a significant audit risk for many financial institutions. Auditors should also be aware of accounting and disclosure changes resulting
from the issuance of Accounting Standards Update (ASU) No. 2011-02, Receivables (Topic 310): A Creditor's Determination of Whether a Restructuring Is a
Troubled Debt Restructuring, and assess whether their clients are effectively
considering the changes from this ASU in their evaluation of whether a modified loan is a TDR. Based on the auditor's assessment of the risk of material
misstatement, the auditor should consider designing audit procedures to determine whether management has designed and implemented effective internal controls to timely identify TDRs, whether management has appropriately
identified TDRs, whether the accrual status is appropriate, and whether management has appropriately measured impairment for TDRs under FASB ASC
310-10. Auditors should also consider whether the entities have appropriate
tracking and reporting processes in place to address disclosure requirements
applicable to TDRs.
.184 In addition, auditors should consider reviewing substandard or
watch-listed loans that have been renewed at terms similar to the original loan
because these loans may involve borrowers that are experiencing some level of
financial difficulty and, because of the deterioration in the loan's credit quality,
may not otherwise qualify for the terms as offered in the renewal agreement.
In these instances, the institution may have granted a concession because the
interest rate for such a renewal is not indicative of a market rate, and, therefore, the renewal under such terms is a strong indicator that the loan should
be accounted for as a TDR. In such cases, auditors should consider whether
the institutions have appropriately documented their conclusions regarding
TDR status and appropriately accounted for renewals of this nature. When the
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practical expedient for collateral dependent loans is not elected, the auditor
may also want to review the assumptions of projected cash flows utilized in
impairment measurements to determine the reasonableness of the estimates
because this will drive the allocated allowance for such loans.

OREO
.185 Another significant audit risk factor for depository and lending institutions has been the extensive amount of OREO. Generally, the largest
component of real estate owned by lenders includes assets taken in settlement
of troubled loans through surrender or foreclosure. Becoming familiar with the
current risks related to OREO, along with the applicable accounting guidance,
including guidance applicable to transactions by which these assets are sold
and potentially derecognized (with profit or loss recognized), is important for
auditors of depository and lending institutions. Examples of potential audit
risks related to these assets include the following:

r
r
r
r
r
r

Whether OREO is appropriately classified as OREO (versus a
loan)
Outdated or stale appraisals
Appraisals in unstable market conditions
OREO values inflated to hide loan losses
Ineffective processes for identifying losses
The disposition of OREO and whether the OREO qualifies for
derecognition or sale accounting

.186 FASB ASC 310-40-40 applies to the initial measurement of a foreclosed property. Paragraphs 2–4 of FASB ASC 310-40-40 provide that a creditor
that receives real estate or other assets from a debtor in full satisfaction of a
receivable should record the asset received at fair value at the time of the restructuring. If the asset received will be sold, those assets should be recorded
at their fair value less cost to sell (as that term is used in FASB ASC 360-1035-43). In addition, FASB ASC 310-40-35-7 provides that an asset received in
partial satisfaction of a receivable combined with a modification of the debt
should account for the asset received as prescribed in paragraphs 2–4 of FASB
ASC 310-40-40 (fair value less cost to sell if the asset received will be sold) and
reduce the recorded investment in the receivable by a corresponding amount.
.187 Further, FASB ASC 310-40-40-6 provides that, except in the circumstances described in FASB ASC 310-40-40-6A, a TDR that is, in substance, a
repossession or foreclosure by the creditor (that is, the creditor receives physical possession of the debtor's assets, regardless of whether formal foreclosure
proceedings take place, or the creditor otherwise obtains one or more of the
debtor's assets in place of all or part of the receivable) should be accounted for
according to the provisions of FASB ASC 310-40-35-7; paragraphs 2–4 of FASB
ASC 310-40-40; and, if appropriate, FASB ASC 310-40-40-8.
.188 At the time of foreclosure, foreclosed property meeting the characteristics of FASB ASC 310-40-40-6A should be recorded at the lower of the net
amount of the receivable or the fair value less estimated selling costs, establishing a new cost basis, in accordance with FASB ASC 310-40-40-7.
.189 FASB ASC 360-20 establishes standards for the recognition of profit
on all real estate sales transactions, other than retail land sales, without regard to the nature of the seller's business. FASB ASC 360-20-40 presents the
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real estate derecognition guidance primarily from the perspective of the profit
recognition upon a sale. This guidance also pertains to sales recognition when
the seller finances the purchase.
.190 The sale of foreclosed property may be financed by a loan at less
than current market interest rates. In those circumstances, the auditor may
consider verifying that the gain on the sale of the loan is adjusted for its
below market rate terms. In addition, depository and lending institutions may
facilitate the sale of foreclosed property by requiring little or no down payment
or offering terms favorable to the buyer. In such instances, the buyer's initial
and continuing investments may be considered inadequate for recognition of
profit by the full accrual method. FASB ASC 360-20-40 also provides guidance
on alternative methods of accounting when the conditions for the full accrual
method are not met.
.191 Auditors may consider the following when evaluating sales of foreclosed property:

r
r
r
r
r

Whether each disposition and related financing is evaluated by
management to determine whether the conditions have been met
for sale derecognition and to record the transaction using a full
accrual method
For each disposition and related financing, the type of property,
the composition and amount of the initial investment, whether
the initial investment was funded by the buyer or another source
of financing, and the percentage of the receivable to the sales price
Whether the terms of the sale represent an option to buy the
property
Possible factors affecting the collectibility of the receivable
The length of the financing period, the interest rate, and other
terms of the financing arrangement

FASB ASC 360-20-55 provides additional guidance regarding the full accrual
method, as well as methods of accounting when the criteria for the full accrual
method are not met. FASB ASC 360-20-55-21 includes a decision tree that
provides an overview of the major provisions in FASB ASC 360-20 and includes
the general requirements for recognizing a sale and all the profit on a sale of
real estate at the date of sale.
.192 Auditors may also consider the following related to the recording,
measurement, and derecognition of OREO:

r
r

Whether OREO is measured and reported in accordance with the
applicable guidance, including FASB ASC 310, Receivables; FASB
ASC 360-20; and FASB ASC 820, Fair Value Measurement
Whether the institution has documented written policies and procedures that may include the following:
— Frequency of appraisals and the selection and qualifications of appraisers
— Disbursement of funds and the capitalization of costs
— Review and monitoring of marketing efforts
— Nature and amount of financing
— Estimates of costs to sell
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—

Capitalization of interest

—

Proper authorizations for specific transactions

—

Estimation of the fair value of real estate assets

—

Accounting for dispositions, including whether derecognition (sale) and profit recognition are appropriate

.193 Estimates of the fair value of real estate assets are necessary to
account for such assets. AU-C section 540, Auditing Accounting Estimates, Including Fair Value Accounting Estimates, and Related Disclosures (AICPA,
Professional Standards), addresses the auditor's responsibilities related to accounting estimates, including fair value accounting estimates and related disclosures, in an audit of financial statements. Many fair values will be based
on valuations by independent appraisers. In applying audit procedures to real
estate, the auditor often relies on representations of independent experts, particularly appraisers and construction consultants, to assist in the assessment
of real estate values. AU-C section 500, Audit Evidence (AICPA, Professional
Standards), addresses the auditor's use of the work of an individual or organization possessing expertise in a field other than accounting or auditing whose
work in that field is used by the entity to assist the entity in preparing the
financial statements (termed a management's specialist). If information to be
used as audit evidence has been prepared using the work of a management's
specialist, paragraph .08 of AU-C section 500 states that the auditor should,
to the extent necessary, taking into account the significance of that specialist's
work for the auditor's purposes,

r
r
r

evaluate the competence, capabilities, and objectivity of that specialist;
obtain an understanding of the work of that specialist; and
evaluate the appropriateness of that specialist's work as audit
evidence for the relevant assertion.

.194 Information regarding the competence, capabilities, and objectivity
of a management's specialist may come from a variety of sources, such as knowledge of that specialist's qualifications, membership in a professional body or
industry association, license to practice, or other forms of external recognition
(a listing of additional sources is addressed in paragraph .A39 of AU-C section
500). Further application and explanatory material regarding the reliability of
information produced by a management's specialist is addressed in paragraphs
.A35–.A49 of AU-C section 500.
.195 The auditor should also consider whether management's internal
controls related to the process to review appraisals seems reasonable because
the estimate is ultimately management's responsibility.
.196 Readers should also refer to supervisory guidance that has been
issued by the banking agencies regarding appraisal and evaluation guidelines,
foreclosure management, rental of residential OREO properties, and questions
and answers on the management of OREO. These discussions can be found in
the "Legislative and Regulatory Developments" section of this alert.

Acquired Loans
.197 The application of FASB ASC 310-30 requires that each loan should
be determined individually to meet the scope criteria of FASB ASC 310-30-15-2.
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FASB ASC 310-30 permits an entity the option to aggregate and pool loans possessing common risk characteristics that are acquired together or during the
same fiscal quarter. The term common risk characteristics is defined in FASB
ASC 310-30-20 as loans with similar credit risk (for example, evidenced by
similar Fair Isaac Company scores, an automated rating process for credit reports) or risk ratings that share one or more predominant risk characteristics,
such as financial asset type, collateral type, size, interest rate, date of origination, term, and geographic location. In other words, the pooling of loans is
permitted to be done on the basis of as few as, but no less than, two common
attributes with similar credit risk or risk ratings as one required element and
predominant risk characteristics as the other required element.
.198 For example, it would not be appropriate to aggregate loans based
solely on the collateral type of the loans without regard to their credit risk
profile or risk rating.
.199 In addition, when applying audit procedures to acquired loans with
deteriorated credit quality, auditors should understand the assumptions and
inputs utilized by management in estimating cash flows, including situations in
which management utilized a third-party vendor or software to estimate cash
flows. The auditor should also assess the internal controls related to the model
used to estimate cash flows. AU-C section 500 addresses the auditor's use of
the work of an individual or organization possessing expertise in a field other
than accounting or auditing whose work in that field is used by the entity to
assist the entity in preparing the financial statements (termed a management's
specialist). Further guidance on the auditor responsibilities when utilizing the
work of a management's specialist is found in discussion of OREO audit risks
within this section of the alert.

Subsequent Accounting for an Indemnification Asset Recognized
at the Acquisition Date as a Result of a Government-Assisted
Acquisition of a Financial Institution
.200 In October 2012, FASB issued ASU No. 2012-06, Business Combinations (Topic 805): Subsequent Accounting for an Indemnification Asset Recognized at the Acquisition Date as a Result of a Government-Assisted Acquisition of
a Financial Institution (a consensus of the FASB Emerging Issues Task Force).
The amendments in this ASU address current diversity in practice about how
to subsequently measure an indemnification asset for a government-assisted
(FDIC or NCUA) acquisition of a financial institution that includes a losssharing agreement (indemnification agreement).
.201 Accounting for a business combination in accordance with FASB ASC
805-20-35-4 requires that at each subsequent reporting date, an acquirer measure an indemnification asset on the same basis as the indemnified liability
or asset, subject to any contractual limitations on that amount and, for an
indemnification asset that is not subsequently measured at its fair value, management's assessment of the collectability of the indemnification asset. The
diversity exists primarily because there are differing interpretations on what
is meant by the terms on the same basis and contractual limitations. In certain
circumstances, some entities amortize the decrease in expected cash flows on
an indemnification asset over the term of the indemnification agreement, and
other entities amortize the decrease in expected cash flows over the remaining
life of the assets subject to indemnification. Other entities reflect the decrease
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in expected cash flows immediately as a write down of the indemnification
asset.
.202 With the issuance of FASB ASU No. 2012-06, when a reporting
entity recognizes an indemnification asset (in accordance with FASB ASC 80520) as a result of a government-assisted acquisition of a financial institution
and subsequently a change in the cash flows expected to be collected on the
indemnification asset occurs (as a result of a change in cash flows expected to be
collected on the assets subject to indemnification), the reporting entity should
subsequently account for the change in the measurement of the indemnification
asset on the same basis as the change in the assets subject to indemnification.
Any amortization of changes in value should be limited to the contractual
term of the indemnification agreement (that is, the lesser of the term of the
indemnification agreement and the remaining term of the indemnified assets).
.203 For both public and nonpublic entities, the amendments in the ASU
are effective for fiscal years, and interim periods within those years, beginning
on or after December 15, 2012, with early adoption permitted. The amendments
should be applied prospectively.

HUD Update for Small Supervised Lenders
.204 Previously, through Mortgagee Letter 2011-25, Alternative Reporting Requirements for Small Supervised Lenders and Clarification of Requirements for Supervised Lenders in Parent-Subsidiary Relationships, the U.S.
Department of Housing and Urban Development (HUD) had waived the financial statement audit requirement for small supervised lenders through
April 7, 2012. In February 2012, HUD extended this financial statement audit waiver through April 7, 2013. HUD released Frequently Asked Questions
(FAQs) on the Extension of the Waiver of 24 CFR §202.5(g): Elimination of Requirement That Audited Financial Statements be Submitted as a Condition for
FHA Lender Approval or Renewal for Supervised Lenders and Mortgagees With
Less Than $500 Million in Assets, which may be accessed from the HUD website at www.hud.gov, to reflect the extension of the financial statement waiver.
However, supervised lenders must still submit a copy of their unaudited regulatory report (that is, a Call Report) that aligns with their respective fiscal
year-ends.
.205 In addition, under Mortgagee Letter 2011-25, small supervised
lenders were still required to submit an independent auditor's report on (a)
internal control as it relates to administering HUD-assisted programs and
(b) compliance with specific requirements applicable to major and nonmajor
HUD programs. However, in March 2012, HUD concluded that those internal control and compliance reports will not be required until further guidance
is issued by HUD. Finally, small supervised lenders should not submit their
annual recertification documentation through the Lender Assessment Subsystem. HUD has noted that the information should be e-mailed directly to
small.supervised.lenders@hud.gov.

HUD Audit Guide
.206 Currently, the Office of the Inspector General is updating the
HUD Consolidated Audit Guide, for numerous revisions, including supervised
lenders, and will be releasing each chapter as it is completed. The HUD Consolidated Audit Guide is available at www.hud.gov. While the revisions are being
made, auditors should note that chapters 1, "General Audit Guidance," and 2,

ARA-DEP .206

P1: irk
ACPA253-FM

aicpa-aag.cls

November 28, 2012

46

19:29

Audit Risk Alert

"Reporting Requirements and Sample Reports," will always apply to supervised
mortgagees. In addition, auditors should refer to chapters 6,14 "Ginnie Mae Issuers of Mortgage-Backed Securities Audit Guidance," 7, "HUD-Approved Title
II Nonsupervised Mortgagees and Loan Correspondents Audit Guidance," and
8, "HUD-Approved Title I Nonsupervised Lenders and Loan Correspondents
Audit Guidance," as applicable, for supervised lenders.

SEC Division of Corporation Finance Disclosure Guidance
Disclaimer: The following discussion was compiled by the AICPA Depository and Lending Institutions Expert Panel and AICPA staff. The
highlights were not transcribed by the SEC or its staff and have not
been considered or acted upon by the SEC or its staff. The statements
in the following Corporation Finance Disclosure Guidance section are
not rules, regulations, or statements of the SEC. Further, the SEC has
neither approved nor disapproved its content.

Topic No. 2: Cybersecurity
.207 As dependence on digital technologies to conduct the operations of
registrants has increased, so have the associated risks with cybersecurity. Due
to the frequency and severity of cyber incidents, registrants and the legal and
accounting profession have increased focus on how these risks and their related
operational impact should be disclosed. As a result of these registrant concerns,
in October 2011, the SEC's Division of Corporation Finance issued guidance to
assist registrants in assessing what disclosures should be provided concerning
cybersecurity matters.
.208 The guidance addresses types of cyber attacks that the division has
observed, how they may be carried out, their objectives, and resulting impact
to the entities' operations. The guidance goes on to provide an overview of
specific disclosure obligations that may require a discussion of cybersecurity
risks and cyber incidents. Specifically, the guidance highlights the type of disclosures that a registrant should consider, how to evaluate whether such a
disclosure is necessary, and specific discussions that should be documented
within the disclosure, if needed. Readers can access this guidance from the Division of Corporation Finance: Disclosure Guidance page on the SEC website
at www.sec.gov.

Topic No. 4: European Sovereign Debt Exposures
.209 In light of the uncertainties surrounding European sovereign debt
holdings (see further discussion in the "Economic and Industry Developments"
section of this alert), the Division of Corporation Finance has raised concerns
regarding the risks to financial institutions registered with the SEC from direct
and indirect exposures to these holdings. The primary observation made by
the division is the lack of consistency among registrants in both substance and
presentation in disclosing the nature and extent of these exposures.
14
In May 2012, the U.S. Department of Housing and Urban Development (HUD) issued a revised chapter 6, "Ginnie Mae Issuers of Mortgage-Backed Securities Audit Guidance," to its HUD
Consolidated Audit Guide. The revisions reflect changes to net worth, capital, and liquidity requirements and provide new reporting formats. The chapter was updated to conform to the updated Ginnie
Mae Mortgage-Backed Securities Handbook, which was issued in 2012.
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.210 Due to inconsistencies among disclosures, in January 2012, the division released additional guidance to assist registrants in their assessments of
what information should be disclosed regarding exposures to European countries and how such information should be disclosed to ensure enhanced clarity
and comparability among registrants. The guidance provides examples of inconsistencies observed, comments provided by the division to enhance exposure
disclosures, and further clarification through a detailed outline on what all registrants should consider in determining the relevance and applicability of such
disclosures. Readers can access this guidance from the Division of Corporation
Finance: Disclosure Guidance page on the SEC website at www.sec.gov.

Topic No. 5: Staff Observations Regarding Disclosures of Smaller
Financial Institutions
.211 In April 2012, the Division of Corporation Finance released guidance on the division's observations affecting Management's Discussion and
Analysis and accounting policy disclosures of smaller financial institutions.
The guidance was issued in an effort to enhance the disclosures provided to
investors by smaller financial institutions in the reports filed with the SEC.
The guidance largely focused on observations regarding asset quality and loan
accounting issues, including ALLL, charge-off and nonaccrual policies, commercial real estate, loans measured for impairment based on collateral value,
credit risk concentrations, TDRs and modifications, and OREO. The guidance
also provided comments surrounding disclosure issues within deferred taxes
and FDIC-assisted transactions. Readers can access this guidance from the Division of Corporation Finance: Disclosure Guidance page on the SEC website
at www.sec.gov.

PCAOB Observations Related to Audit Risk Areas Affected
by the Economic Crisis
.212 In September 2010, the PCAOB released Report on Observations of
PCAOB Inspectors Related to Audit Risk Areas Affected by the Economic Crisis.
This report was issued to discuss the audit risks and challenges that resulted
from the economic crisis that the PCAOB identified through its inspection program. This report covers inspections from the 2007–2009 inspection cycles,
which generally involved reviews of audits of issuers' fiscal years ending in
2006–2008. The PCAOB's inspections covered by this report focused on audits of issuers in industries affected by the economic crisis. Thus, the PCAOB
paid particular attention to audits of financial institutions industry issuers,
including the larger financial institution audit clients.
.213 Heightened risk factors identified by the PCAOB that are of importance to financial institutions include fair value measurements, asset impairments, ALLL, and the consideration of an issuer's ability to continue as a going
concern.

Fair Value Measurements
.214 The economic crisis increased uncertainty about fair value measurements, which significantly increased audit risk. Failing to properly test issuers'
fair value measurements and disclosures may lead to the auditor not detecting a material misstatement in issuers' financial statements, which may cause
investors to be misled.
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.215 The PCAOB has focused on the auditor's testing of an issuer's estimates of fair value of financial instruments. Some firms performed procedures
that included evaluating the reasonableness of the issuer's significant assumptions and testing the valuation model and underlying data. Deficiencies observed in audits of these tests included firms' failures to

r
r
r

r

evaluate, or evaluate sufficiently, whether fair value measurements were determined using appropriate valuation methods.
test, or test adequately, controls over issuers' valuation processes.
evaluate, or evaluate sufficiently, the reasonableness of management's significant assumptions. Examples of this include not performing tests beyond inquiries of management; not appropriately
evaluating the reasonableness of assumptions such as discount
rates, credit loss expectations, and prepayment assumptions; and
not involving a valuation specialist when appropriate.
evaluate available evidence that was inconsistent with issuers'
fair value estimates.

.216 Alternatively, some firms evaluated issuers' estimates of the fair
value of financial instruments by developing an independent expectation of
fair value. Firms often used external pricing services or external valuation
specialists to make this evaluation. Deficiencies of the firms observed in this
situation included failing to understand the methods or assumptions used by
these external parties and failing to evaluate significant differences between
the independent estimates used or developed by firms and the fair values
recorded by issuers.
.217 Further, firms sometimes failed to test, or test sufficiently, significant, difficult-to-value securities (for example, limiting their testing to inquiries of issuer personnel). The PCAOB has also found that some firms failed
to perform sufficient procedures in light of the volatile market conditions to
provide a reasonable basis for extending to year-end the conclusions regarding
the valuation of investment securities that were reached at an interim date.
There were also instances in which firms failed to perform sufficient tests to
determine whether issuers' fair value disclosures were in conformity with the
requirements of FASB ASC 820.

Impairment of Goodwill, Indefinite-Lived Intangible Assets, and Other
Long-Lived Assets
.218 Inspectors observed instances in which firms failed to challenge issuers' conclusions that goodwill did not need to be tested for impairment more
frequently than annually despite the existence of impairment indicators, such
as recent declines in issuers' stock prices or reduced estimates of future income
in situations in which such declines or reductions appeared to be potentially
significant to issuers' most recent impairment analyses. In addition, inspectors observed that firms sometimes failed to test, or test appropriately, issuers'
assessments that other indefinite-lived intangible assets or other long-lived
assets were not impaired. In some cases, firms failed to evaluate the reasonableness of certain significant assumptions used by issuers in their impairment
assessments.
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ALLL
.219 PCAOB inspectors identified deficiencies related to procedures performed to evaluate the reasonableness of ALLL. These deficiencies included
firms' failures to

r

r
r

r

sufficiently test issuers' specific allowances on impaired loans. For
example, firms sometimes failed to
—

sufficiently test issuers' conclusions regarding the identification and measurement of impaired loans,

—

perform procedures to establish a basis for relying on the
work of certain issuer personnel, and

—

understand the methods and assumptions used by external parties engaged by issuers to perform appraisals of
collateral underlying impaired loans.

evaluate, or evaluate sufficiently, the effect on ALLL of deficiencies identified in management's process and to alter the nature,
timing, and extent of the firms' testing of ALLL in light of the
identified deficiencies.
evaluate, or evaluate sufficiently, the reasonableness of management's significant assumptions used to develop ALLL, including
assumptions about the nature or size of qualitative adjustments.
For example, some firms failed to evaluate the reasonableness of
loss factors or other assumptions used to estimate ALLL that were
not directionally consistent with negative credit quality trends in
loan portfolio performance or significant adverse conditions in the
economic environment.
test, or test sufficiently, the data underlying management's calculation of ALLL. Specifically, firms sometimes failed to test, or test
sufficiently, the completeness and accuracy of the data in systemgenerated or manually prepared reports used to develop ALLL.
These reports often formed the basis for significant inputs for the
calculation of ALLL, such as loan delinquency data, credit score
information, the value of loan collateral, and internally developed
loan ratings.

.220 In other cases, firms evaluated the reasonableness of these issuers'
ALLL by developing an independent expectation of ALLL. When this approach
was used, inspectors noted instances in which firms failed to obtain evidence to
support the assumptions that they used or failed to test the completeness and
accuracy of the issuer's data used by the firm in developing the independent
expectation.

Off-Balance Sheet Structures
.221 Inspectors observed deficiencies in firms' audit procedures related to
off-balance-sheet structures. Specifically, inspectors noted instances in which
firms failed to (a) sufficiently test issuers' transactions with external parties
or special purpose entities to determine whether such transactions were appropriately accounted for as off-balance-sheet arrangements and (b) test the
ongoing compliance with accounting requirements for certain off-balance-sheet
arrangements, including performing tests for the occurrence of events that
would affect the accounting for these arrangements.

ARA-DEP .221

P1: irk
ACPA253-FM

aicpa-aag.cls

November 28, 2012

50

19:29

Audit Risk Alert

OTTI of Certain Investments
.222 Inspectors observed instances in which firms failed to adequately
evaluate issuers' conclusions that a decline in the fair value of securities was
not other than temporary. In these instances, inspection teams observed deficiencies that included firms' failures to

r

r
r

evaluate, beyond inquiries of management, certain significant assumptions underlying issuers' assessments that investments in
debt and equity securities were not other-than-temporarily impaired for significant classes of securities, including securities for
which fair value had been below cost for a period greater than 12
months.
evaluate issuers' assertions regarding their intent and ability to
hold securities for a period of time sufficient to allow for any anticipated recovery in fair value.
consider contradictory evidence, such as sales of securities or contractual agreements, that would call into question whether issuers
had the intent and ability to hold the investment until recovery.

Conclusions
.223 The observations from the PCAOB report will serve to inform future actions in connection with certain inspection, enforcement, and standardsetting activities, and consideration will be given to whether additional guidance is needed relating to existing standards. The report can be accessed at
http://pcaobus.org/Inspections/Documents/4010 Report Economic Crisis.pdf.

Information for Audit Committees About the PCAOB
Inspection Process
.224 The PCOAB issued Release No. 2012-003, Information for Audit
Committees about the PCAOB Inspection Process, to provide information to
audit committees about its inspection process and the meaning of reported
inspection results. The purpose of the release, which was issued in August
2012, is to better equip audit committees of public company boards of directors
for discussions with audit firms concerning results of PCAOB inspections.
.225 The release includes information about PCAOB inspection findings in
the context of both engagement reviews and quality control reviews. The release
suggests some specific approaches that an audit committee might consider for
initiating or enhancing inspection-related discussions with an audit firm.
.226 Highlights of certain areas of inquiry that audit committees may
wish to address with their auditors include the following:

r
r
r
r

ARA-DEP .222

whether the audit overseen by the audit committee was selected
by the PCAOB for an inspection and whether any findings were
made
potentially relevant inspection findings on other audits performed
by the firm
the firm's response to PCAOB findings
the firm's remedial efforts in light of any quality control deficiencies that may have been identified by the PCAOB
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Additional information about PCAOB Release No. 2012-003 may be found on
the PCAOB website at http://pcaobus.org.

PCAOB Auditing Standards for Broker-Dealers
.227 The Dodd-Frank Act gave the PCAOB full oversight authority over
audits of broker-dealers. This includes a provision that audits of broker-dealers
be performed under PCAOB auditing standards. To date, the SEC has directed
auditors to perform audits of broker-dealers under GAAS. However, proposed
SEC Rule 17a-5 requires audits of broker-dealers be performed under PCAOB
auditing standards. The determination of when this requirement will be effective will likely be known with the issuance of the Rule 17a-5 revision.
.228 In order to accommodate audits of broker-dealers being performed
under PCAOB auditing standards, changes to those standards are necessary.
Because many PCAOB auditing standards refer to audits of issuers, certain
standards need to be revised to include audits of broker-dealers. Furthermore,
additional auditing standards need to be revised or established to address
attestation and reporting requirements applicable to a broker-dealer. In July
2011, the PCAOB proposed two standards for attestation engagements that
would be applicable to an examination of compliance reports and a review of
exemption reports in response to proposed revisions to SEC Rule 17a-5. The
July 2011 proposals also include a new standard on auditing supplemental
information to accommodate the required reporting by regulators.
.229 In February 2012, the PCAOB proposed amendments to its rules
and forms to apply them to auditors of broker-dealers registered with the SEC.
The proposed amendments would include references to audits and auditors of
broker-dealers in PCAOB rules, as appropriate. The proposal also directs that
relevant existing PCAOB standards and rules be applicable to audits of brokerdealers without amendments to those rules. The proposed amendments include
provisions related to PCAOB registration, withdrawal, and reporting forms
as they relate to auditors of broker-dealers that are similar to requirements
imposed on auditors of public companies.

PCAOB Interim Inspection Program Report for Broker-Dealers
Issued
.230 On August 20, 2012, the PCAOB released its first inspection report
on the interim inspection program for broker-dealers. The report, "Report on
the Progress of the Interim Inspection Program Related to Audits of Brokers
and Dealers," is based on inspections of 23 broker-dealer audits performed
by 10 firms. Three of the 10 firms were already subject to PCAOB inspection
because they audited public companies. As noted in the release announcement,
the audits and firms selected are not representative of all broker-dealer audits
or all auditors for SEC registered broker-dealers.
.231 To give some context to the numbers, note that approximately 4,400
broker-dealers filed audited financial statements with the SEC for fiscal periods ended during 2011. Approximately 800 registered public accounting firms
audited broker-dealer filings for these periods. Of those, it is estimated that
300 of the firms auditing broker-dealers also audit issuers; therefore, approximately 500 firms performing audits of broker-dealers are registered with the
PCAOB only because they audit nonissuer broker-dealers.
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.232 The report notes that deficiencies were identified in all of the audits.
In response to the report findings, PCAOB chairperson James Doty stated
the "(w)hile the results of these initial inspections cannot be generalized to
all securities broker and dealer audits and represent only a small portion of
the inspections planned for the interim program, the nature and extent of
the finding are of concern to the Board." The deficiencies were observed in a
number of areas, including auditing compliance with the applicable regulatory
requirements and in other audit areas not specific to an audit of a broker-dealer.
A summary of the deficiencies follows; see PCAOB Release No. 2012-005, Report
on the Progress of the Interim Inspection Program Related to Audits of Brokers
and Dealers, for detailed report findings.
.233 Audit deficiencies were found related to the customer protection and
net capital rules as follows:

r

r
r
r

Accountant's Supplemental Report on Material Inadequacies (Internal Control Report). In 21 of the 23 audits, and for at least 1
audit performed by each of the firms inspected, the firms failed
to perform sufficient audit procedures to obtain reasonable assurance that any material inadequacies in the accounting system, internal accounting controls, and procedures for safeguarding securities found to exist since the date of the last examination
would have been disclosed in the auditor's supplemental report.
Although firms performed a risk assessment and made inquiries
of management regarding internal controls, the firms did not test,
or sufficiently test, controls related to areas covered in the report.
Exemption from Provisions of the Customer Protection Rule. For
all of the 14 audits of broker-dealers that claimed an exemption
from Rule 15c3-3, firms did not perform sufficient procedures to
ascertain that the broker-dealer complied with the conditions of
the exemption.
Customer Protection Rule. For 2 of the 9 audits that were required
to maintain a customer reserve, firms failed to verify that the
special reserve bank accounts were designated for the exclusive
benefit of customers, and that the account agreements contained
the required restrictive provisions.
Net Capital Rule. In 7 of 23 audits, firms failed to sufficiently test
components of the broker-dealer's minimum net capital computation.

.234 Deficiencies found related to the financial statement audit were as
follows:

r
r
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Consideration of risks of material misstatement due to fraud. In
13 of the 23 audits, firms did not perform sufficient procedures to
identify, assess, and respond to the risks of material misstatement
of the financial statements due to fraud.
Related party transactions. In 10 of the 23 audits, firms did not
perform sufficient procedures to identify the existence of related
parties and material related party transactions or, in instances
in which evidence of related parties existed, did not perform sufficient procedures regarding material related party transactions.
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Revenue recognition. In 15 of the 23 audits, firms did not perform sufficient procedures to test the occurrence, accuracy, and
completeness of revenue.
Establishing a basis for reliance on records and reports. In 12 of
the 23 audits, firms did not perform sufficient procedures to place
reliance on records and reports of the broker-dealer or reports
from service organizations that were used in audit procedures.
Fair value measurements. In 6 of 9 audits where securities valuation was included in the inspection, the firms did not perform
sufficient procedures to test the valuation of securities.
Evaluation of control deficiencies. In 4 of the 23 audits, firms did
not sufficiently evaluate identified control deficiencies to assess
the risk of material misstatement or did not evaluate identified
errors to determine whether a control deficiency existed.
Financial statement disclosures. In 7 of the 23 audits, firms did
not perform sufficient audit procedures to test the accuracy and
completeness of certain financial statement disclosures.

.235 In addition to the audit deficiencies noted in the preceding paragraphs, in two audits the auditors failed to maintain independence in accordance with SEC rules regarding independence. In each case, the failure resulted
from the firm preparing, or assisting in the preparation of, the financials that
were being audited.
.236 During the interim inspection program, it is anticipated that 100
firms and over 170 broker-dealer audits will be selected for inspection by the
end of 2013. The program is designed to cover a cross-section of audits of SECregistered broker-dealers. The inspection program will continue until new rules
for a permanent program are adopted and become effective.
.237 In accordance with the temporary rule regarding the interim inspection program, a report containing results of the inspections performed must be
issued yearly. As directed by the rule, the report does not name audit firms
inspected, unlike the individual inspection reports of public company auditors.
However, during an inspection the deficiencies were discussed with the firm
being inspected. Any deficiencies that were considered to be significant were
communicated to the firm in writing.

On the Horizon
.238 Auditors should keep abreast of accounting developments and upcoming guidance that may affect their engagements. The following sections
present brief information about some ongoing projects that have particular
significance to the financial institutions industry. Remember that exposure
drafts are nonauthoritative and cannot be used as a basis for changing existing
standards.
.239 Information on, and copies of, outstanding exposure drafts may be obtained from the various standard setters' websites. These websites contain indepth information about proposed standards and other projects in the pipeline.
Many more accounting and auditing projects exist in addition to those discussed here. Readers should refer to the Audit Risk Alert General Accounting
and Auditing Developments—2012/13 (product no. ARAGEN12P), for further
information.
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Dodd-Frank Regulatory Reform
Volcker Rule
.240 Section 619 of the Dodd-Frank Act (commonly referred to as the Volcker Rule) prohibits banking entities and affiliated companies from proprietary
trading; acquiring or retaining any equity, partnership, or other ownership interest in a hedge fund or private equity fund; and sponsoring a hedge fund or
private equity fund. Proprietary trading consists of transactions made by an
entity that affect the entity's own account but not the accounts of its clients.
Banks are allowed to make de minimis investments in hedge funds and private
equity funds using no more than three percent of their Tier 1 capital in all such
funds combined. Also, a bank's investment in a private fund may not exceed
three percent of the fund's total ownership interest. Nonbank financial institutions supervised by the Federal Reserve also have restrictions on proprietary
trading, hedge fund investments, and private equity investments.
.241 In February 2011, the Federal Reserve adopted a final rule, Conformance Period for Entities Engaged in Prohibited Proprietary Trading or
Private Equity Fund or Hedge Fund Activities. This rule was adopted to implement the conformance period during which banking entities and nonbank
financial companies supervised by the Federal Reserve must bring their activities and investments into compliance with the prohibitions and restrictions
on proprietary trading and relationships with hedge funds and private equity
funds imposed by the Volcker Rule. This rule became effective on April 1, 2011.
The final rule has been incorporated into Regulation Y (12 CFR 225).
.242 Under the new ruling, in general, a banking entity should bring its
activities and investments into compliance with the requirements of Section
13 of the Bank Holding Company Act no later than 2 years after the earlier
of July 21, 2012, or 12 months after the date on which final rules adopted
under Section 13(b)(2) of the Bank Holding Company Act are published in
the Federal Register. A nonbank financial company supervised by the Federal
Reserve should become compliant with all applicable requirements of Section
13 of the Bank Holding Company Act, including any capital requirements or
quantitative limitations adopted, no later than 2 years after the date that
the company becomes a nonbank financial company supervised by the Federal
Reserve. The rule also addresses conformance periods for new banking entities
established subsequent to July 21, 2010, and conformance period extensions
for both banking entities and nonbank financial entities.
.243 In April 2012, the Federal Reserve approved the Statement of Policy
Regarding the Conformance Period for Entities Engaged in Prohibited Proprietary Trading or Private Equity Fund or Hedge Fund Activities, which confirms
that an entity covered by the Volcker Rule has two years from July 21, 2012,
to conform all of its activities and investments unless the Federal Reserve extends the conformance period. The policy statement can be accessed from the
U.S. Government Printing Office website at www.gpo.gov.
.244 In October 2011, the OCC, the Federal Reserve, the FDIC, and the
SEC released a proposed ruling to implement the Volcker Rule. The proposed
regulation clarifies the scope of the Volcker Rule's prohibitions and provides
certain exemptions. In addition, the proposed regulation would require banking entities engaging in exempt activities to establish an internal compliance
program designed to monitor compliance with the regulation. The proposal also
imposes certain regulatory reporting requirements on entities with significant
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trading operations. The proposed regulation can be accessed at any of the respective agencies' websites.

Appraisals for Higher Risk Mortgages
.245 In August 2012, the Federal Reserve, the CFPB, the FDIC, the Federal Housing Finance Agency (FHFA), the NCUA, and the OCC issued a joint
proposal to establish new appraisal requirements for higher risk mortgage
loans. The proposed rule would implement amendments to the Truth in Lending Act enacted by the Dodd-Frank Act. Under the Dodd-Frank Act, mortgage
loans are higher risk if they are secured by a consumer's home and have interest
rates above a certain threshold.
.246 For higher risk mortgage loans, the proposed rule would require
creditors to use a licensed or certified appraiser who prepares a written report
based on a physical inspection of the interior of the property. The proposed
rule also would require creditors to disclose to applicants information about
the purpose of the appraisal and provide consumers with a free copy of any
appraisal report.
.247 Creditors would have to obtain an additional appraisal at no cost
to the consumer for a home purchase higher risk mortgage loan if the seller
acquired the property for a lower price during the past six months. This requirement would address fraudulent property flipping by seeking to ensure
that the value of the property being used as collateral for the loan legitimately
increased. The proposed regulation can be accessed from any of the respective
agencies' websites.

Basel III
.248 The Basel Committee on Banking Supervision (Basel Committee)
approved for consultation a package of proposed measures to strengthen global
capital and liquidity regulations and to strengthen the Basel II Framework.
These proposed measures, commonly referred to as Basel III, aim to (a) improve the banking sector's ability to absorb shocks arising from financial and
economic stress, whatever the source; (b) improve risk management and governance; and (c) strengthen banks' transparency and disclosures. The reforms
target (a) bank-level, or microprudential, regulation, which will help raise individual banking institutions' resilience to periods of stress; (b) macroprudential,
system-wide risks that can build up across the banking sector; and (c) the procyclical amplification of these risks over time. The Basel Committee's oversight
body—the Group of Governors and Heads of Supervision—agreed on the broad
framework of Basel III in September 2009, and the Basel Committee set out
concrete proposals in December 2009. These consultative documents formed
the basis of the Basel Committee's response to the financial crisis and are part
of the global initiatives to strengthen the financial regulatory system that have
been endorsed by the G-20 leaders. The Group of Governors and Heads of Supervision subsequently agreed on key design elements of the reform package at
its July 2010 meeting and on the calibration and transition to implement the
measures at its September 2010 meeting, including the definition of capital,
the treatment of CCR, the leverage ratio, and the global liquidity standard. In
December 2010, the Basel Committee issued the finalized version of the Basel
III rules, which were later revised in June 2011.
.249 Basel III regulations include (a) a tighter definition of Tier 1 capital
(banks must hold 4.5 percent by January 2015 and then a further 2.5 percent
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capital conservation buffer, totaling 7 percent); (b) the introduction of a leverage
ratio; (c) a framework for countercyclical capital buffers; (d) measures to limit
CCR; and (e) short and medium term quantitative liquidity ratios.
.250 In November 2011, the Basel Committee issued a final rule on the
methodology for assessing global systemic importance and the amount of additional loss absorbency that global systemically important financial institutions
should maintain. The assessment methodology for determining global systemic
importance is based on assessing a bank's (a) size, (b) interconnectedness, (c)
lack of substitutability, (d) global activity, and (e) complexity. The additional
loss absorbency will be met with common equity Tier 1 capital ranging from 1
percent to 2.5 percent, depending on the bank's systemic importance, with an
empty bucket of 3.5 percent common equity Tier I capital in an effort to discourage banks from becoming even more systemically important. The higher
loss absorbency requirements will be introduced between January 1, 2016, and
December 31, 2018, and will become fully effective on January 1, 2019.
.251 In December 2011, the Basel Committee issued for comment three
separate proposals on the definition of capital disclosure requirements, the core
principles for effective banking supervision, and the application of own credit
risk adjustments to derivatives.
.252 The proposed disclosure requirements aim to improve the transparency and comparability of a bank's capital base. The proposal includes implementation of

r
r
r
r
r

a common template to report the breakdown of a bank's regulatory
capital when the transition period for phasing-in of deductions
ends on January 1, 2018.
a three step approach to ensure that the Basel III requirement
to provide a full reconciliation of all regulatory capital elements
back to the published financial statements is met in a consistent
manner.
a common template to provide a description of the main features
of capital instruments.
additional disclosure requirements, such as providing the full
terms and conditions of capital instruments on banks' websites
and reporting the calculation of any ratios involving components
of regulatory capital.
a modified version of the post-January 1, 2018, template addressed previously during the transitional phase.

.253 The proposal on the application of credit risk adjustments to derivatives suggests that debit valuation adjustments for over-the-counter derivatives and securities financing transactions should be fully deducted in the
calculation of Tier 1 common equity. It also reviews other options for applying the underlying concept of paragraph 75 of the Basel III rules15 to these
products and the Basel Committee's rationale for not supporting these alternatives. In July 2012, the Basel Committee issued a final rule on the treatment
of credit risk adjustments on liabilities in core capital and also clarified in
15
Paragraph 75 of the Basel III rules states that a bank is required to derecognize in the
calculation of Tier 1 common equity all unrealized gains and losses that have resulted from changes
in the fair value of liabilities that are due to changes in the bank's own credit risk.
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the final rule that adjustments to derivative liabilities for own credit cannot
be offset by counterparty credit adjustments. The final rule can be found at
www.bis.org/press/p120725b.htm.
.254 A compilation of documents that form the global regulatory framework for capital and liquidity and a progress report on Basel III implementation
can be found on the Basel III page of the Bank for International Settlements
website at www.bis.org.

U.S. Implementation of Basel III
.255 In June 2012, the OCC, the Federal Reserve, and the FDIC issued
three separate proposed rules that collectively define the new Basel III capital
rules for implementation in the United States. The agencies also announced
the finalization of the market risk capital rule that was proposed in 2011.
See further discussion on the market risk capital rule in the "Legislative and
Regulatory Developments" section of this alert.
.256 In the first proposed rule, Regulatory Capital Rules: Regulatory Capital, Implementation of Basel III, Minimum Regulatory Capital Ratios, Capital
Adequacy, Transition Provisions, and Prompt Corrective Action, the agencies
are proposing to revise their risk-based and leverage capital requirements consistent with agreements reached by the Basel Committee. The Basel III proposed rule would apply to all insured banks and savings associations, top-tier
bank holding companies domiciled in the United States with more than $500
million in assets, and savings and loan holding companies that are domiciled
in the United States. Provisions include

r
r
r
r

implementation of a new common equity Tier 1 minimum capital
requirement and a higher minimum Tier 1 capital requirement;
for banking organizations subject to the advanced approaches
capital rules, a supplementary leverage ratio that incorporates
a broader set of exposures;
limitations on a banking organization's capital distributions and
certain discretionary bonus payments if the banking organization
does not hold a specified buffer of common equity Tier 1 capital in addition to the minimum risk-based capital requirements;
and16
revisions to the agencies' prompt corrective action framework by
incorporating the new regulatory capital minimums and updating
the definition of tangible common equity.

The new prompt corrective actions standards will become effective on January
1, 2015. All other capital rules will become effective in accordance with the
international transition rules (2013–2019), with the exception of an accelerated
phase out of trust preferred (2013–2016) under the provisions of the DoddFrank Act.
.257 The second proposed rule, Regulatory Capital Rules: Advanced Approaches Risk-Based Capital Rule; Market Risk Capital Rule, would revise the

16
These revisions are consistent with Section 171 of the Dodd-Frank Act (commonly referred
to as the Collins Amendment), which requires the agencies to establish minimum risk-based and
leverage capital requirements.
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advanced approaches risk-based capital rules consistent with Basel III and
other changes to the Basel Committee's capital standards. The agencies also
propose revising the advanced approaches risk-based capital rules to be consistent with Sections 939A and 171 of the Dodd-Frank Act. Additionally, the
OCC and the FDIC propose that the market risk capital rules apply to federal and state savings associations, and the Federal Reserve proposes that the
advanced approaches and market risk capital rules apply to top-tier savings
and loan holding companies domiciled in the United States if stated thresholds
for trading activity are met. Generally, the advanced approaches rules would
apply to such institutions with $250 billion or more in consolidated assets or
$10 billion or more in foreign exposure, and the market risk rule would apply
to savings and loan holding companies with significant trading activity. The
effective date has yet to be determined by the agencies.
.258 In the third capital proposed rule, Regulatory Capital Rules: Standardized Approach for Risk-Weighted Assets; Market Discipline and Disclosure
Requirements; Initial Regulatory Flexibility Analysis, the agencies propose to
revise and harmonize rules for calculating risk-weighted assets to enhance risk
sensitivity and address weaknesses identified over recent years, including incorporating aspects of the Basel II standardized framework, and alternatives
to credit ratings consistent with Section 939A of the Dodd-Frank Act. The revisions include methods for determining risk-weighted assets for residential
mortgages, securitization exposures, and CCR. The proposed rule would also
introduce disclosure requirements that would apply to U.S. banking organizations with $50 billion or more in total asset. The third proposed rule has an
effective date of January 1, 2015, and would apply to the same set of institutions
as the first proposed rule discussed in this section of the alert.
.259 Initially, comments on all the proposed rules were requested by
September 7, 2012. However, in August 2012, the comment period was extended to October 22, 2012, to allow interested parties additional time to understand, evaluate, and prepare comments on the proposals. Readers can access
the proposed guidance from any of the agencies' websites.

Large Bank Pricing Assessments
.260 In March 2012, the FDIC adopted the Notice of Proposed Rulemaking (NPR) Assessments, Large Bank Pricing, which would amend and clarify
definitions related to higher risk assets as used by the deposit insurance pricing scorecards for large and highly complex IDIs. The NPR would only apply
to institutions with $10 billion or more in assets and is expected to become
effective early October 2012. Specifically, the proposed regulations would revise the definition of certain higher risk assets, such as leveraged loans and
subprime consumer loans; clarify the timing of identifying an asset as higher
risk; clarify the way securitizations (including those that meet the definition
of nontraditional mortgage loans) are identified; and further define terms that
are used in the large bank pricing rule adopted in February 2011. Further
information on the proposed regulation can be found in FIL-15-2012, Assessments: Notice of Proposed Rulemaking on Assessments, Large Bank Pricing,
on the FDIC website at www.fdic.gov. See further information on the deposit
insurance assessment base, assessment rate adjustments, dividends, assessment rates, and large bank pricing methodology within the "Legislative and
Regulatory Developments" section of this alert.
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Corporate Credit Union Rule Amendment
.261 In April 2011, the NCUA released an amendment requiring corporate
credit unions to establish an enterprise risk management committee staffed
with at least one risk management expert (12 CFR 704.21), effective April 29,
2013.
.262 See further discussion on the corporate credit union rule amendments, which became effective in 2012, in the "Legislative and Regulatory
Developments" section of this alert.

Commodities Regulations
Enhanced Customer Protections
.263 The CFTC is considering new regulations and amending existing
regulations to require enhanced customer protections, risk management programs, internal monitoring and controls, capital and liquidity standards, customer disclosures, and auditing and examination programs for FCMs. For an
independent auditor to be acceptable, the firm will have to have undergone at
least two PCAOB examinations. The proposal also addresses certain related
issues concerning derivatives clearing organizations and CCOs. The proposed
rules will afford greater assurances to market participants that

r
r
r
r
r

customer segregated funds and secured amounts are protected;
customers are provided with appropriate notice of the risks of
futures trading and of the FCMs with which they may choose to
do business;
FCMs are monitoring and managing risks in a robust manner;
the capital and liquidity of FCMs are strengthened to safeguard
their continued operations; and
the auditing and examination programs of the commission and
the SROs are monitoring the activities of FCMs in a prudent and
thorough manner.

Rule to Enhance the Customer Segregated Funds Protection Regime
.264 The board of directors of NFA approved amendments to NFA Financial Requirements that will require each FCM to provide its DSRO with
view-only access via the Internet to account information for each of the FCM's
customer segregated funds account(s) maintained and held at a bank or trust
company. The same requirement would apply to the FCM's customer secured
account(s) held for customers trading on foreign futures exchanges.
.265 In addition, the rule states that if a bank or trust company is unable to
allow the FCM to provide its DSRO with view-only full access via the Internet,
the bank or trust company will not be deemed an acceptable depository to hold
customer segregated and secured accounts.
.266 Under this rule, DSROs will be able to check any customer segregated and secured bank account balance for any FCM any time, without asking
the firm or the bank, and compare those balances to the firm's daily segregation report. NFA intends to expand this approach, once it is implemented, to
receive daily reports from all depositories for customer segregated and secured
accounts, including clearing FCMs. NFA plans to develop a program to compare these balances with those reported by the firms in their daily segregation
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reports. The system will then generate an immediate alert for any material
discrepancies.
.267 On August 21, 2012, the proposed amendments were submitted to
CFTC for approval.

Mortgage Servicing Compensation Reform
.268 Under the typical current servicer compensation structure, the loan
servicer is paid a servicing fee that is normally expressed as a percentage of
the principal balance of the outstanding loan, which is collected over the life of
the loan as payments are received.
.269 The servicer is ultimately responsible for performing its duties, regardless of whether the loan is performing or nonperforming. Servicing a performing loan is generally significantly less complex and expensive then servicing a nonperforming loan because servicing for performing loans can be
performed almost entirely from centralized processing operations that have
been automated. In contrast, the servicing of nonperforming loans tends to be
more labor intensive because it requires the servicer to directly interact with
borrowers.
.270 As a result of the housing crisis and rise in mortgage delinquencies,
the current servicing compensation structure has become the subject of much
debate. Enhanced automation of loan servicing increased the spread between
servicing fees and the costs of servicing for performing loans. Some believe
that servicers were too focused on increasing the spread for performing loans,
resulting in the servicers failing to invest appropriately in the technology,
systems, and infrastructure needed for managing nonperforming loans when
the volume of loan delinquencies and foreclosures increased.
.271 In January 2011, the FHFA requested Fannie Mae and Freddie Mac
to work on a joint initiative with the FHFA and HUD to consider alternatives
for future mortgage servicing structures and servicing compensation for their
single family mortgage loans. The joint initiative was developed with the goals
of improving service for borrowers, reducing financial risk to servicers, and
providing flexibility to guarantors to better manage nonperforming loans.
.272 In September 2011, the FHFA released for public comment the discussion paper Alternative Mortgage Servicing Compensation Discussion Paper,
which can be accessed from the FHFA website at www.fhfa.gov. The discussion
paper proposes two alternatives to the current servicing compensation structure. The first proposal provides for a reduced minimum servicing fee, along
with a reserve account that would offset unexpectedly high servicing costs resulting from extraordinary deteriorations in industry conditions. The second
proposal introduces the concept of a fee-for-service structure, which would allow for a base servicing fee for performing loans.
.273 Although responses to the proposal to date are largely in favor of
no change on the reserve account structure, servicing compensation reform
remains a key FHFA initiative and is planned to be further analyzed.

Auditing and Attestation Pipeline—Issuers
.274 In addition to the proposed auditing standards addressed subsequently and within General Accounting and Auditing Developments—2012/13,
readers are encouraged to visit the Current Activities page on the PCAOB
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website at www.pcaobus.org to obtain the PCAOB's standard setting agenda,
which provides a listing of the PCAOB's current projects and their key milestones.

Confirmations
.275 The PCAOB has proposed a draft auditing standard on confirmations.
A concept release was originally issued in April 2009 and received 24 comment
letters. This proposed auditing standard, issued in July 2010, would strengthen
the requirements under the current auditing standard—AU section 330, The
Confirmation Process (AICPA, PCAOB Standards and Related Rules, Interim
Standards)—and replace it, upon final issuance of a standard and approval
from the SEC. The proposed new standard

r
r
r

r
r

requires confirmation procedures for specific accounts (such as receivables that arise from credit sales, loans, or other transactions)
and confirmation procedures in response to significant risks that
relate to the relevant assertions that can be adequately addressed
by confirmation procedures.
incorporates procedures in response to the risk of material misstatement, such as in the areas of investigating exceptions reflected on confirmation responses and evaluating nonresponses to
confirmation requests.
updates the confirmation guidance to reflect significant advances
in technology and explains that confirmation responses received
electronically (for example, by fax, by e-mail, through an intermediary, or by direct access) might involve additional risks relating
to reliability. Therefore, the auditor must perform additional requirements.
defines a confirmation response to include electronic or other
media.
enhances requirements when confirmation responses include disclaimers and restrictive language by requiring the auditor to evaluate the effect on the reliability of a confirmation response. Further, if the disclaimer or restrictive language causes doubts about
the reliability of a confirmation response, the auditor should obtain additional appropriate audit evidence.

In drafting this proposed standard, the PCAOB considered the guidance contained in International Standard on Auditing 505, External Confirmations, and
the AICPA's proposed guidance on confirmations.
.276 The comment period for the PCAOB's proposed standard ended on
September 13, 2010. A summary about the comments received was then discussed at the October 14, 2010, Standing Advisory Group (SAG) meeting. Respondents recommended that the proposed standard be modified to be more
principles and risk based; include that the presumption to confirm receivables
may be overcome if the use of confirmations would be ineffective; and discuss
limitations on the use of internal audit or refer to AU section 322, The Auditor's Consideration of the Internal Audit Function in an Audit of Financial
Statements (AICPA, Professional Standards). SAG noted that it would take
the comments received into account as it deliberated its next steps with regard
to the proposed standard. As of September 2012, the PCAOB anticipates to
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adopt a final standard or repropose the standard for public comment during
the fourth quarter of 2012.
.277 Readers are encouraged to visit the Current Activities page on the
PCAOB website at www.pcaobus.org for the latest developments regarding the
proposed auditing standard.

PCAOB Pricing Sources Task Force
.278 The PCAOB, as announced at the SAG meeting on March 24, 2011,
has formed the Pricing Sources Task Force. The group focuses on the auditing
of fair value of financial instruments that are not actively traded and the use
of third party pricing sources. The task force assists the PCAOB's Office of the
Chief Auditor to gain insight into current issues related to auditing the fair
value of financial instruments, which may result in the development of new
standards or guidance. The task force comprises several members of the SAG;
other investors, preparers, and auditors; and representatives from pricing services and brokers. Readers should be alert to developments and are encouraged
to visit the Pricing Sources Task Force webpage at www.pcaobus.org.

FASB Technical Plan and Project Updates
.279 The following is a list of current FASB projects that may affect
your financial institutions. Further information on each of these projects can
be accessed from the FASB Technical Plan and Project Updates page at
www.fasb.org.

r
r
r
r
r
r
r
r
r
r
r
r

Investment Companies
Accounting for Financial Instruments
Insurance Contracts
Leases
Revenue Recognition
Consolidation: Policy and Procedures
Presentation of Comprehensive Income: Reclassifications Out of
Accumulated Other Comprehensive Income
Accounting for Financial Instruments: Liquidity and Interest
Rate Disclosures
Transfers and Servicing: Repurchase Agreements and Similar
Transactions
Liquidation Basis of Accounting and Going Concern
Recognition of New Accounting Basis (Pushdown) in Certain Circumstances
Accounting for the Excess in the Fair Value of Assets over Liabilities of a Consolidated Collateralized Financing Entity

Resource Central
.280 The following are various resources that practitioners engaged in the
financial institutions industry may find beneficial.
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Publications
.281 Practitioners may find the following publications useful. Choose the
format best for you: online or print:

r
r

Audit and Accounting Guide Depository and Lending Institutions:
Banks and Savings Institutions, Credit Unions, Finance Companies, and Mortgage Companies (2012) (product no. AAGDEP12e
[e-book], WDL-XX [online with the associated Audit Risk Alert],
or AAGDEP12P [paperback])
Audit and Accounting Guide Brokers and Dealers in Securities
(2011) (product no. AAGBRD11E [e-book], WBR-XX [online with
the associated Audit Risk Alert and practice aid Audits of Futures Commission Merchants, Introducing Brokers, and Commodity Pools], or 0127011 [paperback])

Continuing Professional Education
.282 The AICPA offers a number of continuing professional education
(CPE) courses that are valuable to CPAs working in public practice and industry, including the following specifically related to the financial institutions
industry:

r

Audits of Banks, Savings Institutions, Credit Unions and Other
Financial Institutions (product no. 733444 [text]). This course features practical worksheets and insights, such as the applicable
metrics that create value for financial institutions.

Visit www.cpa2biz.com for a complete list of CPE courses.

Webcasts
.283 Stay plugged in to what is happening and earn CPE credit right from
your desktop. AICPA webcasts are high quality, two-hour CPE programs that
bring you the latest topics from the profession's leading experts. Broadcast
live, they allow you to interact with the presenters and join in the discussion. If
you cannot make the live event, each webcast is archived and available on CDROM. An annual webcast of highlights from the AICPA National Conference on
Banks and Savings Institutions is available. For additional details on available
webcasts, please visit the AICPA Web Events page at www.cpa2biz.com.

Member Service Center
.284 To order AICPA products, receive information about AICPA activities, and get help with your membership questions, call the AICPA Service
Operations Center at 888.777.7077.

Hotlines
Accounting and Auditing Technical Hotline
.285 Do you have a complex technical question about GAAP, other comprehensive bases of accounting, or other technical matters? If so, use the AICPA's
Accounting and Auditing Technical Hotline. AICPA staff will research your
question and call you back with the answer. The hotline is available from
9 a.m. to 8 p.m. EST on weekdays. You can reach the Technical Hotline at
877.242.7212 or online at www.aicpa.org/Research/TechnicalHotline. Members
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can also e-mail questions to aahotline@aicpa.org. Additionally, members can
submit questions by completing a Technical Inquiry form found on the same
website.

Ethics Hotline
.286 In addition to the Technical Hotline, the AICPA also offers an Ethics
Hotline. Members of the AICPA's Professional Ethics Team answer inquiries
concerning independence and other behavioral issues related to the application
of the AICPA Code of Professional Conduct. You can reach the Ethics Hotline
at 888.777.7077 or by e-mail at ethics@aicpa.org.

AICPA Online Professional Library: Accounting and Auditing
Literature
.287 The AICPA has created your core accounting and auditing library
online. The AICPA Online Professional Library is now customizable to suit
your preferences or your firm's needs. Or, you can sign up for access to the
entire library. Get access—anytime, anywhere—to the FASB ASC, the AICPA's
latest Professional Standards, Technical Practice Aids, Audit and Accounting
Guides, Audit Risk Alerts, Accounting Trends & Techniques, and more. To
subscribe to this essential online service for accounting professionals, visit
www.cpa2biz.com.

Codified Clarity Standards
.288 The first place you can obtain the codified clarity standards is in
AICPA Professional Standards in the AICPA Online Professional Library. Although the individual SASs are available in paperback, this online codified
resource is what you need to update your firm audit methodology and begin
understanding how the Clarity Project changes certain ways you perform your
audits. Visit www.cpa2biz.com and search for product no. WPS-XX to obtain
access to AICPA Professional Standards online.
.289 The codification of clarified standards includes various resources,
including

r
r
r
r

a preface, "Principles Underlying the Conduct of an Audit in Accordance With Generally Accepted Auditing Standards";
a glossary of terms defined in the standards;
appendixes describing the differences between GAAS and the International Standards on Auditing; and
a table mapping the extant AU sections to the clarified AU sections.

The AICPA publishes annually, in paperback, the codified standards in both the
Codification of Statements on Auditing Standards and Professional Standards
in April and August, respectively.

Financial Reporting Center of AICPA.org
.290 CPAs face unprecedented changes in financial reporting. As such,
the AICPA has created the Financial Reporting Center to support you in the
execution of high quality financial reporting. This center provides exclusive
member-only resources for the entire financial reporting process and can be
accessed at www.aicpa.org/frc.
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.291 The Financial Reporting Center provides timely and relevant news,
guidance, and examples supporting the financial reporting process, including accounting, preparing financial statements and performing compilation
reviews, audit, attest, or assurance and advisory engagements.
.292 For example, the Financial Reporting Center offers a dedicated section to the Clarity project. For the latest resources available to help you implement the clarified standards, visit the "Improving the Clarity of Auditing
Standards" page at www.aicpa.org/SASClarity.

Industry Conference
.293 The AICPA offers an annual National Conference on Banks and
Savings Institutions in the fall. The conference is a three-day conference designed to update attendees on recent developments related to audit, accounting, regulatory, legislative, and tax issues affecting the industry. For further
information about the conference, call 888.777.7077 or visit www.cpa2biz.com.
.294 The AICPA offers an annual National Conference on Credit Unions
in the fall. The conference is a three-day conference designed to update attendees on recent developments related to the credit union industry. For further
information about the conference, call 888.777.7077 or visit www.cpa2biz.com.
.295 The National Conference on the Securities Industry is cosponsored
by the AICPA and the Financial Management Society of the Securities Industry
and Financial Markets Association and is geared toward practitioners in public
practice and industry. This conference offers a two-day comprehensive update
in industry, accounting, and regulatory matters, with speakers from the SEC,
the PCAOB, and other regulatory agencies and organizations.

AICPA Industry Expert Panel—Financial Institutions
.296 For information about the activities of the AICPA Depository and
Lending Institutions Expert Panel, visit the panel's website at www.aicpa
.org/InterestAreas/FRC/IndustryInsights/Pages/Expert Panel Depository and
Lending Institutions.aspx.
.297 For information about the activities of the AICPA Stockbrokerage
and Investment Banking Expert Panel, visit the panel's website at www.aicpa
.org/InterestAreas/FRC/IndustryInsights/Pages/Expert Panel Stockbrokerage
and Investment Banking.aspx.

Industry Websites
.298 The Internet covers a vast amount of information that may be valuable to auditors of financial institutions, including current industry trends
and developments. Some of the more relevant sites for auditors with financial
institutions clients include those shown in the following table.
Organization

Website

American Bankers Association

www.aba.com

Board of Governors of the Federal Reserve
System

www.federalreserve.gov

Commodity Futures Trading Commission

www.cftc.gov
(continued)
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Organization

Website

Federal Deposit Insurance Corporation

www.fdic.gov

Federal Financial Institutions Examination
Council

www.ffiec.gov

Federal Housing Finance Agency

www.fhfa.gov

Financial Industry Regulatory Authority

www.finra.org

Futures Industry Association

www.futuresindustry.org

Mortgage Bankers Association

www.mbaa.org

National Credit Union Administration

www.ncua.gov

National Futures Association

www.nfa.futures.org

Office of the Comptroller of the Currency

www.occ.gov

Securities and Exchange Commission

www.sec.gov

Securities Industry and Financial Markets
Association

www.sifma.org

U.S. Department of Housing and Urban
Development

www.hud.gov

.299 The financial institutions industry practices of some of the larger
CPA firms also may contain industry specific auditing and accounting information that is helpful to auditors.
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